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"If  I  woke  up  one  day  and,  God  forbid,  I  was  a  regulator, 
I  don't  think  I'd  know  what  to  do."  40 
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derivatives  have 
the  potential  to 
pose  as  serious  a 
threat  as  this 
young  predator, 
photographed  by 
Jonathan  Blair 
(Woodfin  Camp). 


THE  RISK  THAT 
WONT  GO  AWAY 

Like  alligators  in  a  swamp,  financial  deriva- 
tives lurk  in  the  global  economy.  Deriving 
their  value  from  the  worth  of  some  underly- 
ing asset,  like  currencies  or  equities,  these 
potentially  lucrative  contracts  are  measured 
in  trillions  of  dollars.  But  they  also  lie  in 
convoluted  layers  in  a  tightly  wound  market 
of  global  interconnections.  And  that  gives 
them  the  capacity  to  bring  on  a  worldwide  fi- 
nancial quake.  by  Carol  J.  Loomis 


NOW  LET'S  GO  FOR  GROWTH 

Easy  to  say,  hard  to  do— especially  if  you've  grown 
up  as  a  manager  during  the  restructuring  era. 
More  and  more  executives  see  that  you  can  get  on- 
ly so  far  by  cutting  down  and  tightening  up.  But 
achieving  profitable  growth  can  be  harder  than  re- 
ducing costs.  Here's  how  six  go-for-it  companies 
work  their  magic.  by  Myron  Magnet 


BEHIND  THE  TUMULT  AT  P&G 

When  the  evidence  showed  that  high  prices  were 
turning  Procter  &  Gamble  from  mass  marketer  to 
mastodon,  CEO  Ed  Artzt  put  in  motion  a  tectonic 
shift.  Figuring  that  agitation  is  better  than  stagna- 
tion, he  is  redesigning  the  way  P&G  develops, 
manufactures,  distributes,  prices,  markets,  and 
sells  products.  by  Bill  Saporlto 

COMPANIES  TO  WATCH 

Hardware  and  software  developer  Madge  N.Y,  a 
multinational  with  business  centers  in  San  Jose, 
London,  Tokyo,  and  Hong  Kong,  is  stealing  business 
from  IBM  by  introducing  a  steady  stream  of  high- 
speed product  enhancements.        by  John  Labate 

Also:  PeopleSoft,  a  software  designer  for  the  human- 
resources  market,  and  clothing  maker  Chico's. 


THE  INTERNET  AND  YOUR  BUSINESS 

Companies  like  GE,  IBM,  and  J.R  Morgan  are  on 
the  Internet,  that  web  of  25,000  computer  net- 
works connected  worldwide.  You  should  be  there 
too.  Here's  what  to  expect.  by  Rick  Tetzeli 

STRAIGHT  TALK 
ABOUT  THE  INTERNET 
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"Shopping  is  a  form  of 
entertainment." 


60 


"We  have  a  much 
better  view  of  our 
own  mortality,  and 
that  is  a  great  reliever 
of  arrogance." 


"It's  as  if  every  busi- 
ness woke  up  and  saw 
tiiis  great  universe  out 
there.  They  all  want  in, 
&ien  if  they  don't  know 
what  it  means."  86 


"The  need  to  export  is 
a  burden  a  country 
must  bear  because  its 
import  suppliers  are 
crass  enough  to  de- 
mand payment."  109 


"Chinese  consume 
711  kilowatts  of 
power  per  capita, 
vs.  11,333  in  the 
U.S.  The  potential 
is  enormous."  lis 


"They  kept  telling  me, 
'Come  on,  you're  a 
woman— you  don't 
know  how  to  run  this 
thing.'  I  didn't  need  to 
deal  with  that."  138 


THE  NETPLEX: 

IT'S  A  NEW  SILICON  VALLEY 

The  world's  most  important  growth  industry  links 
everywhere  to  everywhere.  But  the  people  building 
the  electronic  highway  work  just  down  the  road 
from  one  another  in  and  around  Washington,  D.C. 
The  area's  transformation  into  a  great  center  of 
technology  for  the  next  century  has  been  little  no- 
ticed, and  till  now  unnamed.  Call  this  new  cross- 
roads the  Netplex.  by  Thomas  A.  Stewart 

THE  WIRED  EXECUTIVE  ; 

Counting  on  computer  software  to  help  manage 
people  may  sound  Orwellian,  but  a  vice  president 
at  IDS  Financial  Services  shows  how  you  can  use 
it  to  be  a  better  boss.  by  Alison  L.  Sprout 


COMPETITIVENESS: 
DOES  IT  MATTER? 

A  lot  for  companies,  but  hardly  at  all  for  countries, 
argues  a  top  U.S.  economist  in  a  new  book,  and 
most  of  his  colleagues  agree.  Raising  domestic 
productivity,  not  capturing  global  markets,  is  what 
lifts  living  standards.  International  trade  is  not  a 
zero-sum  game.  by  Paul  Krugman 
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CHINA'S  INVESTMENT  BOOM 

Foreign  investors  are  swarming  into  China,  hoping 
to  cash  in  on  its  double-digit  growth.  Like  the 
boom  in  junk  bonds  in  the  1980s,  investment  in  the 
mainland  offers  vast  potential.  But  the  risks  are 
bigger  than  most  investors  realize:  Unchecked  in- 
flation could  bring  with  it  another  currency  deval- 
uation, and  a  political  backlash  may  develop  if 
newly  liberated  consumers  begin  to  demand  fur- 
ther freedoms.  by  John  J.  Curran 
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The  economy  is  warm,  not  hot. 
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Economic  Intelligence:  Paving  begins  on  the  infor- 
mation highway,  Europe's  debt  trap,  and  the  big 
payoff  from  computers. 

PERSONAL  INVESTING 

Beating  puny  CD  yields,  by  Richard  S.  Teitelbaum 

Also:  Canada's  natural  riches  finally  start  to  pay, 
and  Portfolio  Talk  with  Denis  Laplaige  of  MacKay 
Shields  in  New  York  City. 


PRODUCTS  TO  WATCH  127 

A  Windows  system  combining  small-business  and 
personal  financial  management;  Eastman  Kodak's 
Creation  Station,  which  lets  you  fix  photos  after 
they're  developed;  and  more.       by  Wilton  Woods 
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KEEPING  UP  133 

Addicts  in  high  places  (or  the  curse  of  work),  how 
to  order  seafood,  the  disadvantage  advantage,  and 
other  matters .  by  Daniel  Seligman 

ENTREPRENEURS  138 

Gert  Boyle  didn't  know  anything  about  running 
Columbia  Sportswear  when  her  husband  died.  But 
she  took  a  risk — and  prospered,  by  Susan  Caminiti 


COVER:  The  layers 
of  international 
connections  under- 
lying derivatives 
give  them  the 
potential  for  rolling 
the  waters— like 
this  Nile  crocodile 
In  Botswana. 
Photograph  by 
Frans  Lanting 
(IVIinden  Pictures). 
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FAIR  WARNING  OF  A  FINANCIAL  RISK 

SOMETIMES  you  have  an 
unsettling  feeling  that  the 
ground  is  shifting  under 
your  feet — that  fundamental 
changes  are  taking  place  that 
will  affect  you  profoundly  but 
are  as  yet  formless,  invisible 
rumblings.  The  vast  swelling  of 
the  so-called  financial  deriva- 
tives market  to  trillions  of  dol- 
lars has  given  investor  after 
investor,  not  to  mention  law- 
makers and  corporate  execu- 
tives, a  touch  of  that  shiver. 
Some  fear  that  this  may  be 
more  than  just  a  benign  shifting 
of  tectonic  plates,  but  perhaps 
a  precursor  of  the  financial 
equivalent  of  the  Big  One. 

Our  cover  story,  "The  Risk 
That  Won't  Go  Away,"  is  a 
classic  example  of  a  Fortune 
strength:  focusing  in  on  such  a 
basic  change  in  great  depth  and  figuring 
out  what  it  portends.  What  we've  found 
won't  totally  reassure  you.  Not  only  is 
the  derivatives  market  risky,  but  it  is  also 
risky  in  a  new  way  because  of  its  global 
interconnectedness,  with  each  domino 
placed  close  to  the  next  in  chains  that 
reach  round  the  world.  As  investors  and 
regulators  come  to  grips  with  this  new 
market,  our  cover  story's  author,  Carol 
J.  Loomis,  gives  them  some  hard  an- 
swers to  the  questions  of  how  chancy, 
why,  and  where. 

Fortune  is  indeed  an  enterprise 
whose  assets  go  down  in  the  elevator  ev- 
ery night — but  we  should  have  a  special 
elevator  bank  for  Loomis,  a  business 
journalist  beyond  compare.  Decorated 
with  every  major  honor  our  profession 
offers,  including  the  1993  Gerald  Loeb 
Award  for  Lifetime  Achievement,  she 
wrote  her  story  while  marking  her  40th 
anniversary  on  our  staff.  A  researcher 
and  deputy  chief  of  research  before  be- 
ing promoted  to  the  writing  ranks,  she 
has  written  many  groundbreaking  sto- 
ries— from  reports  on  the  troubles  of 

Wall  Street  in  the  1960s,  ITT  and  the    MANAGING  EDITOR 


Storied  writer  Carol  Loomis:  untying  the  l<nots 


two-tier  stock  market  in  the  1970s,  to 
Fireman's  Fund  and  Third  World  debt 
in  the  1980s,  and  Robert  Campeau  and 
IBM  in  the  1990s.  But,  says  Loomis, 
"this  is  the  most  complex  subject  I've 
ever  had  to  write  about." 

For  three  months,  she  puzzled  over 
every  knot  in  the  derivatives  tangle, 
reading  even  more  than  the  usual  moun- 
tain of  studies  that  she  customarily  de- 
vours when  reporting.  As  always,  her 
knowledge  goes  much  deeper  than  what 
appears  on  the  page:  A  note  in  the  mar- 
gin of  her  draft  assures  story  editor  Julie 
Connelly  that  she  stands  ready,  if  neces- 
sary, to  explain  "the  limitations  of  delta 
hedging  and  the  terrible  plight  of  being 
in  negative  gamma."  A  quip,  yes,  but  we 
all  know  she  could  have  done  it. 
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Safety  crash-testing 
test  after  test, 


If 

li.--     i  ■»  I   •   ■      :.  t) 

Our  dummies  are  able 
the  head,  torso  and 


i 


/Is  )0H  can  see,  this  guy's  spine  is  curved  to  mimic 

s  douch.  His  neck  is  designed  to  illustrate  more  human-like 

'oie-and-aft  movement.  And  his  torso  even  has  ribs. 


©1993  Lexus,  A  Division  Of  Toyota  Motor  Sales,  tJ.S.A.,  Inc.  Lexus  reminds  you  to  wear  seat 


of  Lexus  automobiles  reinforces  the  critical  importance  of  the  three-point  seat  belt.  In 
our  dummies  all  reach  the  same  conclusion:  You  should  wear  it  at  all  times. 


to  feel  with  sensors  and  accelerometers.  We  place  these  devices  throughout  the  body- in 
legs  of  the  dummy- to  monitor  the  force  of  impact  these  areas  receive  in  a  crash. 


In  the  realm  of  safety  crash-testing,  man  is 
not  the  measm'e  of  all  things.  Dummies  are. 
So  it  follows  quite  logically,  the  better  the 
dummy,  the  better  the  car. 

At  Lexus,  we  employ  what  could  be  re- 
ferred to  as  the  intelligentsia  of  crash-test  dum- 
mies. After  all,  they  are  extremely  sophisticated 
machines  that  can  do  more  than  simply  take  a 
hit.  In  fact,  they're  designed  to  act  human.  As 
such,  they  can  think.  (They  ai'c  equipped  with 
computers.)  And  they  can  feel.  (They  are  wired 
with  sensors  and  accelerometers,  placed  at 
strategic  points  throughout  the  body.) 

Above  all,  our  dummies  are  designed  to 
help  save  lives,  by  showing  us  how  our  cars  can 
better  protect  the  people  who  ride  in  them. 

So  while  it's  still  impossible  for  us,  or  any 
other  carmaker  for  that  matter,  to  build  an 
automobile  that  will  guarantee  your  survival 
in  an  accident,  you  can  be  assured  of  one 
thing:  Our  crash-test  dummies  are  trying 
everything  humanly  possible. 


We  crash-test  dummies  of  many  different  shapes  and  sizes,  since 
the  people  who  drive  Lexus  automobiles  come  in  all  different  shapes  and  sizes. 
When  it  comes  to  safety,  one  size  does  not  fit  all. 


The  Relentless  Pursuit  Of  Perfection. 


belts  and  obey  all  speed  laws.  For  more  information,  call  800-872-5398  (800-USA-LEXUS). 
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Brickell,  Mark  40 
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Burns,  Frank  98 
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Canadian  Imperial 
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Cerf,  Vinton  98 
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Clinton,  Hillary  133 

Coca-Cola  14 

Cohen,  Fredric  85 

Colgate-Palmolive  74 

Columbia  Sportswear  138 
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Corporation  for  National 
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CPC  International  14 
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Ernst  &  Young  116 
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Fair,  Erik  86 

Farrington,  Hugh  74 

Ferber,  Marianne  A  128 

Fidelity  Canada  31 

Fillmore,  Laura  86 
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Enforcement  Network. .98 
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Fleming  (Jardine)  China 

Region  Fund  116 

Ford  Credit  60 

Ford  Motor  14,  60, 109 

Fortress  Adjustable  Rate 

U.S.  Government  31 
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Gartner  Group  86 
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Gill,  Daniel  60 
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LilCa-Shing  128 

Li,  Meocre  116 
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Lodge,  Richard  D  40 
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Maanshan 
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Close-outs  31 

Macfarlane,  John  G  40 
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Macromedia  14 
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Madge,  Robert  85 
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Marriott  60 

Martin,  Gary  74 
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International  14 
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Mattel  14 

Matthews,  Edward  E  40 

Mazda  14,  85 
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Meta  Network  98 

Meta  Systems  98 

Metallgesellschaft  40 

Metropolitan  Area 
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Meyerson,  Mort  86 

MG  Corp  40 
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Miller,  Peter  A  86 
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Morningstar  31 
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Motorola  14,  86, 116 

MTV  98 
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National  Westminster  40 

NationsBank  23,  85 

NBC  14 

Nelson,  Michael  98 

Nelson,  Ronald  138 

Nelson,  Teresa  133 

Nestle  74 

NetAvork  Solutions  98 

Neuberger  &  Berman 

Ultra  Short  Bond  31 

New  America  Network  23 
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Consulting  Group  74 

Newbridge  Networks  98 

Nields,  Morgan  14 

Nike  14, 109, 138 
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Nissho  Iwai  14 

Noranda  31 

Northern  Telecom  98 

Norton  (W.W.)  109 

Norton,  Chip  31 
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O'Reilly  &  Assoc  86 

Overholt,  WiUiam  116 

Pace  74 

Pacific  Bell  23 
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.oday's  aei'ospuce 
industry  faces  enormous 
challenges.  Shrinking 
demand.  Debt  reduction. 
Rightsizing.  Consolidation. 
A  climate  that  requires 
bold  maneuvering.  These 
changes  signal  opportunity 
-  and  the  next  flight  into  a 
new  business  era. 

Information  technology 
(IT)  will  fuel  the  trip. 
Business  Reengineeringf 
a  concept  pioneered  by 
CSC,  can  harness  the 
extraordinary  power  of  IT 
and  leverage  it  to  reinforce 

the  fundamental  infrastructure  of  any  business  organization. 

A  premier  provider  of  IT  to  the  aerospace  industry,  CSC 
has  the  industry  knowledge  and  expertise  to  manage 
extremely  large,  complex  projects  involving  a  multitude  of 


Management  Consulting 


Systems  Integration 


Outsourcing 


technologies,  hardware, 
vendors  and  resources. 
And  as  the  aerospace 
industry  moves  toward 
global  alliances,  CSC  is 
poised  to  support  inter- 
national consortia  of 
multiple  clients. 

For  35  years,  CSC  has 
been  a  leading  provider 
of  IT  services  to  commer- 
cial and  government 
clients  worldwide.  With 
more  than  $2.5  billion 
in  annual  revenues  and 
28,500  employees,  CSC 
has  the  financial  resources, 
technological  excellence  and  professional  staff  to  successfully 
meet  the  most  difficult  infoi-raation  technology  challenges. 

We've  helped  many  of  the  world's  leading  aerospace 
companies  reach  new  heights.  We  can  do  the  same  for  you. 


Computer  Sciences  Corporation 

Corporate  Office  «  2100  East  Grand  Avenue  »  El  Segundo,  California  90245  •  1.800.272.4323  or  310.647.1818 

CSC  European  Group 

Aerospace  Marketing  Division  »  279  Farnborough  Road  «  Farnborough  •  Hampshire  GUM  7LS,  U.K.  »  +44.252.363000 

CSC  has  450  offices  in  major  cities  throughout  the  luorlcl. 

©  1994  Computer  Sciences  Corporation.  All  rights  resen'ed. 
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18.59% 

1  year 

19.33% 

since  12/31/91 

Average  Annual  Total 
Returns  Ended  12/31/93 

*C  Transfer  ^ 
^  YourlRAI  ^ 

»      Call  for  <^ 


Dreyfus  Growth  and  Income  has  more  than  doubled  the 
performance  of  the  S&P  500  for  the  period  since  its  inception  (12/31/91).** 

This  Fund  is  now  concentrating  on  dividend-producing  stocks  and  convertible  securities. 
In  addition,  with  the  Fund's  flexibility,  the  managers  may  shift  small  or  large  parts  of  the 
portfolio  into  bonds  or  money  market  securities,  if  immediate  prospects  for  the  market  change. 

•  No  sales  load  •  Low  $2,500  minimum  investment  •  $750  for  IRA. 

For  a  Prospectus  with  complete  information  on  management  fees  and  expenses,  call  our  toll-free  number  below. 
Please  read  it  carefully  before  you  invest.  Past  performance  is  no  guarantee  of  future  results.  Unlike  the  Fund,  which  can 
invest  in  both  debt  and  equity  securities,  the  Standard  &  Poor's  500  Composite  Stock  Price  Index  is  a  widely  accepted  unmanaged 

index  of  stock  market  performance  and  is  composed  of  only  equity  securities. 


Dreyfus  Growth  and  Income  Fund,  Inc. 


1-800-DREYFUS 

(1-800-373-9387) 

Ask  for  Extension  4320 


Net  asset  value  and  investment  return  of  the  Fund  fluctuate  so  that  upon  redemption  you  may  receive  more  or  less  than  original  investment. 
*The  Dreyfus  Trust  Company,  as  Custodian,  is  waiving  its  Dreyfus  IRA  annual  maintenance  fee  for  investments  in  the  Dreyfus  Growth  and  Income  Fund. 
There  are  no  minimum  balance  or  special  transaction  requirements.  If  this  waiver  is  terminated,  Dreyfus  IRA  investors  will  receive  notice. 
"Source:  Lipper  Analytical  Services,  Inc.;  total  returns  for  the  S&P  500,  12/31/91-12/31/93  and  12/31/92-12/31/93:  18.43%  and  10.06%,  respectively. 
Dreyfus  Service  Corporation,  Distributor.  159 — 009 
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ELECTROK 

LABELING  S¥SlWi 

...When  people  need  labels  there's  only  one 
choice,  the  Brother  P-Touch  Electronic  Liibclinii 
System.  It's  the  fast,  easy  way  to  produce  slriliin). 
laminated  adhesive  labels  in  over  30  brilliaiil 
colors  for  virtually  any  home,  office  or 
commercial  application! 


AMERICA'S  #1  MANUFACTURER  OF  p.iouch  (eaiu 

PORTABLE  TYPEWRITERS  AND  lamtalsdlspsfcrdurab 
PERSONAL  WORD  PROCESSORS 


iAMINAILD  LAD 


AVAILABLE  AT: 
STAPLES 
OFFICE  DEPOT 
OFFICEMAX 
SEARS  BRAND  CENTRAL 
SERVICE  MERCHANDISE 
COMPUSA 
AND  OTHER  FINE  DEALERS 


!  jre  Hi  ymM'smki 


BROTHER  INTERNATIONAL  CORPORATION  •  200  Cottontail  Lane,  Somerset,  NJ  08875-6714 
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Our  international  chefs  have  been  firmly  grounded  in  the  fine  art  of  providing  you  with 
it's  our  staff  on  the  ground  or  our  crew  in  the  air,  you'll  receive  the  same  high  level  of  attention.  It's  the 


on  service  will  never  fly 


outstanding  cuisine.  At  British  Airways,  our  idea  of  service  starts  long  before  you  ever  take  off.  Whether 
way  we  make  you  feel  that  makes  us  the  world  s  favourite  airline. 


British  AIRWAYS 

The  world's  favourite  airline  V-' 


J  11  jp 

IWith  the  recent  tete-a-tete  duck  either, 
between  President  Clinton  and 
Japanese  Prime  Minister  Mori- 
hiro  Hosoicawa  come  and  gone, 
and  still  no  trade  accord  in 
sight,  even  optimists  might  be 
feeling  gloomy  about  the  im- 
permeable Japanese  market. 
The  U.S.  continues  to  insist  on 
objective  criteria  for  measuring 
Japan's  openness;  the  Japanese 
view  this  as  a  demand  for  man- 
aged trade. 

Something  has  to  give  soon. 
The  U.S.  trade  deficit  with  Ja- 
pan has  swelled  to  $54  billion 
(see  chart)  and  is  expected  to 
grow  again  this  year.  Japan's 
nagging  economic  doldrums 
haven't  helped,  as  consumers 
there  spend  less  on  everything, 
including  U.S.  exports. 

But  if  Japan  isn't  quite  a 
golden  goose  for  U.S.  compa- 
nies these  days,  it's  no  lame 


Ford  Motor,  for 

one,  is  making  some  new  in- 
roads. After  marketing  most  of 
its  vehicles  for  11  years  through 
a  sales  network  shared  with 
Mazda,  Ford  is  now  negotiat- 
ing with  Nissan  and  Toyota 
dealerships  interested  in  selling 
its  Taurus  station  wagons  and 
Explorer  sport-utility  ve-  ^ 
hides  and  may  end  up  us-  | 
ing  both.  ^ 
Many  U.S.  firms  are  ° 
angling  for  greater  con- 
trol of  their  Japanese  op- 
erations. Nike,  for  exam- 
ple, recently  took  over 
its  Japanese  affiliate  so 
that  it  could  sell  its 
own  sneakers  and  no 
longer  depend  on  the 
trading  Goliath  Nissho 

Vivid's  Ken  Fromm,  Henri 
Poole,  Nathan  Shedroff 


U.S.  trade  deficit  with  Japan 
Billions:  \ 

X 

g      1990     'Oa       -./■^  '93 

At  left,  Ford  helps  fight  the  deficit. 

Iwai.  Mattel,  which  for  years  li- 
censed Barbies  to  Japanese 
toymakers,  has  improved  re- 
sults by  setting  up  its  own  mar- 
keting and  sales  office  in  To- 
kyo. The  company  says  that 
sales  have  almost  doubled  and 
Long  Hair  Star  Barbie  has  be- 
come one  of  the  top-seUing 
dolls  in  Japan. 

Barbie  and  other  U.S.  prod- 
ucts should  benefit  at  least  a  lit- 
tle from  the  $140  billion  stimu- 
lus plan  that  Hosokawa  brought 
with  him  to  Washington.  But 
that  clearly  was  not  enough  to 
placate  Clinton,  who  had  noth- 
ing to  gain  politically  from 
making  an  easy  accord  with  Ja- 
pan. If  the  tensions  don't 
ease  up,  trade  sanctions  could 
be  next.  -  Emily  Thornton 

MULTIMEDIA 
GULCH 

H  A  new  hot  spot  for  high-tech 
startups  is  San  Francisco's  so- 
called  Multimedia  Gulch,  a 


warehouse  district  hard  by 
the  ramps  to  the  Bay  Bridge. 
Here's  where  an  urban  breed 
of  computer  programmer — too 
hip  to  live  in  the  banal  suburbia 
of  Silicon  Valley — is  getting  to- 
gether with  the  city's  artists  to 
create  software  filled  with  vid- 
eo, animation,  and  music. 

In  only  a  year  or  two  of  colo- 
nization, the  Gulch  has  become 
a  high-tech  version  of  New 
York  City's  SoHo,  with  loft 
offices,  trendy  restaurants, 
and  art  galleries  interspersed 
among  factories  and  gas  sta- 
tions. Denizens  include  Wired 
magazine;  director  Tim  Bur- 
ton's animation  studio;  Macro- 
media, a  leading  maker  of  soft- 
ware used  for  creating  CD- 
ROMs — and  the  San  Francis- 
co Multimedia  Development 
Group,  a  trade  association  with 
400  member  companies. 

Typical  of  the  Gulch  trend: 
Vivid  Publishing,  founded  in 
1990.  The  18-person  startup  de- 
velops software  and  produces 
books  such  as  Demystifying  Mul- 
timedia. Vivid  took  over  a  4,000- 
square-foot  space  previously 
filled  with  immigrant  Chinese 
women  hunched  over  sewing 
machines.  Monthly  rent:  60 
cents  a  square  foot,  which  is 
around  one-third  of  downtown 
rates.  Vivid's  founders  gutted 
the  space  and  installed  4,000 
feet  of  cable  to  connect  their 
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Macintoshes.  Now  a  massage 
table  occupies  tlie  conference 
room,  and  an  iguana  named  Jim 
roams  around  freely. 

Vivid's  entrepreneurs  say 
that  San  Francisco's  lively  and 
diverse  subcultures  and  its  anti- 
establishment  aura  contribute 
to  a  creative  environment,  as 
does  the  proximity  of  hundreds 
of  photographers,  designers, 
cartoonists,  and  documentary 
filmmakers.  Says  general  man- 
ager and  co-founder  J.  Sterling 
Hutto,  30:  "There's  a  critical 
mass  of  creative  people." 

The  market  for  multimedia 
software  is  still  small,  and  em- 
ployees are  motivated  more  by 
creating  great  products  than  by 
making  money,  Hutto  says. 
They  are  probably  earning 
more  than  the  Chinese  seam- 
stresses who  are  still  working 
downstairs.    -  Alan  Deiitscliman 


Card,  issued  through  House- 
hold International,  has  grown 
to  nearly  8.8  million  pieces  of 
plastic  in  just  17  months,  ac- 
cording to  Credit  Card  News. 
GM's  card  lets  consumers  roll 
up  rebates  for  car  purchases 
with  each  dollar  charged.  So 
far,  auto-buying  cardholders 
have  cashed  in  123,000  rebates, 
worth  $40  million.  Other  re- 
cent partnerships  include  Shell 
Oil  and  Chemical  Bank,  and 
Apple  Computer  and  Citicorp. 
The  newest  player  is  Japan's 
JCB  International,  which  has  a 
partnership 


A 


Companies 


Millions 
of  cards 


Apple  CITIBAN<® 


iitivim 


Household 


Ameritech,  Charles  Schwab, 
GM 


10 


Sources  of  gas  or 
computer  discounts 


Bank  AAA,  Compucard, 

One  Dean  Witter,  PaineWebber 
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WHAT'S  NEW  WITH 
CREDIT  CARDS 

■  .Toint  accounts  are  the  bane 
of  many  a  household,  but  not  in 
the  credit  card  business.  Co- 
branded  credit  cards — those  is- 
sued jointly  by  businesses  and 
card  companies,  like  those 
shown  here — are  gobbling  mar- 
ket share.  These  cards  typically 
offer  discounts  on  cars  and  mer- 
chandise, or  free  airline  tickets, 
in  proportion  to  the  amount 
you  charge. 

Winner  in  the  pairs  com- 
petition: General  Motors'  GM 


with  Household. 
JCB  is  likely  to 
try  to  sign  up 
business  travel- 
ers and  offer 
them  theater  tickets  and  other 
services,  just  as  it  does  at  home. 

With  co-branding,  Master- 
Card International  is  turn- 
ing into  a  hard-charging 
house.  Partnered  cards  now 
represent  80%  of  the  No.  2" 
new  business  and  38%  of 
its  volume.  Through  the 
third  quarter  of  1993, 
MasterCard's  volume 
increased  23.5%,  to 
$97.35  billion;  No.  1 
Visa  International 
rose  16.6%,  to  $158 
billion. 

Co-branded  cards 
are  the  shape  of 


"V 


The  buzz  from  business  people  ... 

1.  ELECTRIC  CARS  Now  Bob  Stempel's  involved.  Maybe 
he'll  do  for  them  what  he  did  for  GM. 

2.  JOHN  SCULLEY  He  just  left  Spectrum  claiming  he'd 
been  conned  when  he  took  the  top 
job.  Bet  Jim  Robinson  wishes  he'd 
thought  of  that  one. 


3.  DELTA  AIRLINES  They've  cut  out 
12%  of  their  transatlantic  flights  to 
try  to  become  profitable.  If  every  un- 
profitable airline  follows,  we  may  all 
be  swimming  to  Europe, 


Insider? 


4.  IJMIfje  THE  VIETNAM  EMBARGO  If  you  can't  beat 
'em,  give  their  kids  Beavis  and  Butt-head. 

5.  NANCY  KERRIGAN  CBS  sold  out  their  Olympics  com- 
mercials after  she  was  attacked.  Then  NBC  signed  Ker- 
rigan to  host  a  Saturday  Night  Live  episode.  What  can 
she  do  for  ABC? 

6.  THE  HEALTH  SECUiiTY  ACT  Some  people  think  every- 
one doesn't  need  coverage,  just  access.  Sort  of  like  jobs. 

7.  THE  BIG  mm.  Freed  from  red  tape,  CalTrans  is  fast  fix- 
ing L.A.'s  transportation  system.  New  York  and  Chicago 
are  wondering  whether  to  have  quakes  of  their  own. 

8.  THE  BAMK  OF  SPAIN  MESS  And  Keating  didn't  even 
have  anything  to  do  with  it. 

9.  EURO  DISNEY  A  balance  sheet  that  gives  new 
meaning  to  the  term  "Mickey  Mouse." 

10.  PiyDENT!"!.  i  Lcmimr  imueb  wmi- 

NERSHIPS  At  least  we  know  where  the  cus- 
tomers' yachts  went. 

11.  CLINTON'S  SECOND  YEAR  CEOs 
?      Harvey  Golub  and  Bob  Eaton  have 
^^^s^     done  well  in  their  second  years. 
■S/^^'-y    Maybe  the  President  should  trade 
c*'""^^        Air  Force  One  for  stock  options. 

12.  VIACOM  VS.  QVC  Traders  are  still  unsure  how  to 
evaluate  the  different  bids.  Maybe  they  should  call 
it  Barbarians  Sitting  on  the  Fence.  -Alison  Rogers 


IBM's  Lou  Gerstner 


things  to  come,  believes  Spencer 
Nilson  of  tlie  Nikon  Report,  an 
industry  newsletter.  Says  he:  "At 
least  half  of  all  cards  in  the  coun- 
try will  be  co-branded.  There's 
nothing  going  to  stop  it."  The 
paired  cards  are  prompting  con- 
sumers, who  now  average  three 
cards,  to  condense  their  spend- 
ing on  one  card  to  get  the 
goodies.  -  Bill  Saporlto 

FOR  BIG  BLUE 

H  Going  over  the  specifications 
for  a  Pentium  or  PowerPC 
computer  chip  is 
like  measuring 
the  engine  of  a 
Ferrari.  You  can 
tell  it's  fast  by 
looking,  but  it's 
much  more  fun 
to  drive  it. 

Buyers  of  com- 
puters  face  a 
tough  dilemma: 
Both  chips  are 
Ferraris.  Apple  Computer  and 
IBM  will  soon  unveil  new  ma- 
chines housing  the  PowerPC 
chip  the  two  companies  have 
developed  with  Motorola. 
These  computers  should  be 
priced  under  $5,000.  That's 
competitive  with  models  that 
run  on  Intel's  Pentium. 

The  result  of  the  drag  race? 
Lower  prices.  If  you  think  you 
don't  need  the  juice  of  the  new 
chips,  the  computer  industry 
will  sell  you  on  cheap  power 
and  its  applications.  You'll  be 
able  to  work  on  a  spreadsheet 
simultaneously  with  another 
user  a  thousand  miles  away 

As  a  consumer,  you'll  proba- 
bly stay  true  to  your  school — 
buying  a  Pentium  PC  if  you've 
now  got  an  Intel-based  com- 
puter (read  IBM  or  IBM- 
clone)  or  trading  up  to  a 
PowerPC  machine  if  you're  on 
a  Macintosh.  "About  10%  of 
the  world  buys  Macs,"  says 


Ken  Lowe,  semiconductor  an- 
alyst at  Dataquest  in  San  Jose. 
"That's  roughly  the  percent- 
age you'd  expect  to  buy  a 
PowerPC." 

IBM  wins  either  way  It  has 
licensed  the  designs  for  Intel's 
previous  chips  and  makes  them 
in-house,  but  they'll  outsource 
the  Pentium.  So  IBM  will  avoid 
the  hassles  of  producing  this 
complex  chip,  but  as  the  largest 
Pentium  customer,  it  will  get 
great  volume  discounts.  The 
company  will  make  only 
PowerPC  in-house,  focusing  its 
business  and  lowering  costs. 
Make  that  two  Ferraris  for 
IBM's  CEO,  Lou  Gerstner.  Big 
Blue  ones,  please.  -  A.R. 

HEALTH  CARE  PLAN 

HLove  to  hate  the  Clintons' 
health  care  plan?  Then  consider 
this:  A  wrong  turn  through  its 
maze  of  complex  new  rules 
could  bury  you  in  fines  ...  or 
land  you  in  jail,  maybe  for  life. 

"For  small  business  that 
can't  afford  to  keep  legal  coun- 
sel around,  it's  a  disaster," 
warns  Caroline  Stinebower,  a 
lobbyist  for  the  Na- 
tional Federation 
of  Independent  Busi- 
ness. But  big  business 
should  also  beware, 
for  its  executives  face 
similarly  tough  penal- 
ties. Among  the  po- 
tential fines: 

►  $5,000  or  more  for 
employers  who  fail  to 
pay  their  premiums. 

►  $10,000  for  doctors 
or  insurers  who  don't 
use  the  standard  bene- 
fit form. 

►  $100,000  for  late  re- 
porting by  big  busi- 
nesses that  self-insure. 

The  jail  sentences 
spelled  out  in  the 
Clinton  plan: 


►  Up  to  five  years 
for  anybody,  em- 
ployee or  employ-  || 
er,  who  makes  false  g 
statements  to   a  \ 
health  plan. 

►  Up  to  15  for  bribing  | 
plan  officials  or  employ-  '\\ 
ees  to  influence  health  I 
care  decisions. 

►  Up  to  ten  for  health  care 
fraud  by  patients  or  employers, 
and  life  if  serious  bodily  injury 
results. 

Just  in  case,  better  call  your 
lawyer.        -  Ealena  S.  Callender 

GOWMORNINGr"" 
VIETNAM  II 

HWhat  if  every  one  of  Viet- 
nam's 72  million  people  bought 
a  pair  of  shoes?  That's  today's 
version  of  a  question  that  used 
to  be  asked  about  China.  No 
wonder  U.S.  companies  are 
rushing  to  do  business  in  Viet- 
nam now  that  President  Clin- 
ton has  lifted  the  19-year-old 
embargo.  Says  Tom  Ehrgood, 
international  trade  counsel  for 
Digital  Equipment:  "We  see 
concrete  needs  in  Vietnam — 
PCs,  efficient  information  sys- 


The  war  is  on  to  capture  Vietnamese  consumers. 


16  FORTUNE    MARCH  7, 1994 


terns,  training,  and 
software." 

Digital,  Bank- 
America,  Caterpil- 
lar, IBM,  General 
Electric,  Motorola, 
yj         Philip  Morris,  and  27 
y        others  that  had  already 
established  representative 
offices  in  Vietnam  seem  to 
have  an  early  lead.  Even  more 
companies,  including  Boeing, 
which  wants  to  replace  Viet- 
nam Airlines'  Russian  fleet,  are 
positioned  to  do  business 
there.  The  Big  Three  automak- 
ers are  considering  assembly 
plants,  tapping  into  Vietnam's 
educated  work  force. 

The  multibillion-dollar 
prize:  rebuilding  Vietnam's 
roads,  power  lines,  ports,  air- 
ports, schools,  and  other  com- 
ponents of  its  infrastructure. 
Consider  Highway  1,  the  coun- 
try's main  north-south  vein, 
which  suffers  from  decades  of 
neglect.  Says  William  Agee, 
CEO  of  Morrison  Knudsen,  a 
major  contractor  in  Vietnam 
from  1962  to  1972:  "We're  ex- 
cited about  returning  to  a 
country  where  we're  known  as 
a  can-do  company" 
  Meanwhile,  con- 
sumer-goods compa- 
nies, including  CPC 
International,  maker 
of  Hellmann's  mayo, 
Skippy  peanut  butter, 
and  Knorr  soups, 
hope  to  find  retail 
customers.  A  war  has 
already  broken  out 
between  Pepsi  and 
Coke,  and  skirmish- 
es between  Seagram's 
and  other  distillers  are 
sure  to  follow.  Still, 
U.S.  companies  have  a 
lot  of  catching  up  to 
do.  Rivals  from  Aus- 
tralia, France,  Taiwan, 
Hong  Kong,  and,  in- 
creasingly, Japan  have 
a  head  start  in  selling 


Under  pressure  to  be  swifter, 
stronger  and  more  agile,  some 
organizations  may  be  tempted 
to  seek  superficial  solutions. 

But  in  this  era  of  unrelenting 
change,  the  true  character  of 
every  enterprise  will  be  tested. 

©1994  Andersen  Consulting,  All  rights  reserved. 


t  don't  expect  it  to  n 

So  rather  than  shallow,  short 
term  fixes,  Andersen  Consulting 
can  help  you  achieve  lasting  im- 
provements by  aligning  all  your 
essential  components:  strategy 
technology  process  and  people. 

Because  these  days,  you  either 


ay 
a  ■ 

transform  the  whole  organization. 
Or  risk  becoming  a  paper  tiger 

Andersen 
Consulting 

ARTHUR  ANDERSEN  &  CO.,  S.C. 


SIEMENS 


1866.  That  was  then. 


Shortly  after  his  50th  birthday,  Werner  Siemens  invented  the  world's  first  electric 
dynamo,  and  began  the  revolution  that  brought  electric  power  to  everyone, 
everywhere. 
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1994.  This  is  now. 


Today,  Siemens  technology  generates,  distributes  and  controls  electric  power 
in  ways  Werner  Siemens  never  imagined.  From  the  brightly  lit  stadiums  where 
people  cheer  their  favorite  teams  to  the  places  where  people  work  and  live, 
Siemens  technology  is  helping  to  produce  and  deliver  electric  energy  wherever 
it  is  needed.  It's  all  part  of  the  heritage  of  innovation  begun  by  Siemens  over  a 
century  ago.  And  it's  yet  another  way  the  45,000  men  and  women  of  Siemens 
are  working  all  across  America  to  generate  the  kind  of  thinking  that  will  lead  us 
into  the  next  century.  Siemens.  Precision  Thinking. 


For  more  information,  write  for  Siemens  '94.  Box  8003E,  Trenton,  New  Jersey  08650 


Automation      Automotive  Electronics      Electronic  Components      Energy      Information  Systems 
Lighting  Systems       Medical  Systems       Power  Generation       Telecommunications  Transportation 


consumer  products,  building 
hotels,  assembling  cars  and 
televisions,  and  drilling  for  oil. 

A  hidden  U.S.  advantage: 
the  million  or  so  Vietnamese 
who  have  settled  in  America. 
Many  have  already  invested  in 
small  businesses  in  the  South, 
and  more  are  sure  to  do  so  now 
that  it  is  legal.      -  Justin  Martin 

MAMMOGRAPHY 

■  If  star  wars  scientists  can 
create  imaging  technology  that 
detects  imperfections  in  bombs 
and  missiles,  why  not  the  same 
for  human  tissue?  Lawrence 
Livermore  National  Laborato- 
ry is  doing  just  that:  The 
longtime  weapons  lab  has 
teamed  with  Fischer  Imaging, 
a  Denver  company,  to  develop 
a  digital  mammography  device 
that  will  produce  pictures  of 
women's  breasts  that  are  clear- 


Fischer  partnership  comes 
from  the  Energy  Department, 
which  along  with  the  Defense 
Department  is  scrambling  to 
find  commercial  applications 
for  military  research.  So  far  the 
two  agencies  have  targeted  840 
such  projects,  worth  more  than 
$1  billion.  Beneficiaries,  who 
generally  put  in  matching 
funds,  include  Chrysler,  Cater- 
pillar, and  Xerox. 

In  turning  its  high-tech 
weaponry  into  plowshares,  the 
U.S.  military  will  soon  cross 
swords  with  an  old  adversary 
Since  May,  a  U.S.  company 
called  East/West  Technology 
Partners,  a  consortium  with  ties 
to  the  Russian  Academy  of  Sci- 
ences, has  been  selling  Soviet 
miUtary  technology  with  com- 
mercial potential  to  U.S.  com- 
panies, including  subsidiaries 
of  Unisys  and  Amoco.  Among 
the  goodies  in  its  grab  bag  are 
advanced  algorithms  that  make 


Part  of  any  tow  of  the  Beatles'  hometown;  afeny  across  the  Mersey 


Engineer  Jose  Hernandez  tests  the  new  mammography  machine. 


er  and  will  use  less  radiation 
than  conventional  machines. 
Morgan  Nields,  Fischer's  CEO, 
says  the  device  will  be  ready 
for  FDA  consideration  next 
year 

Funding  for  the  Livermore/ 


computers  run  faster  and  a  de- 
odorizer than  can  mask  99% 
of  the  disagreeable  smells  in 
a  room. 

Very  little  in  the  way  of  fin- 
ished products  has  emerged 
from  either  country  One  rea- 


son, says  Jon  ICutler,  managing 
director  of  Quarterdeck  In- 
vestment Partners  in  Los  An- 
geles: "Government  bureau- 
cracy You  can't  get  defense 
conversion  until  you  convert 
the  government.  The  only  way 
to  make  military  technology 
commercially  viable  is  private 
capital."  Enter  Quarterdeck,  a 
startup  that  hopes  to  provide 
that  solution.  In  March  1993, 
just  two  months  after  forming 
his  company,  Kutler  funded  his 
first  venture:  He  put  nearly  $2 
million  into  a  deal  in  which 
A&H  International  Products 
bought  defense  electronics 
technology  to  make  a  pager 
that  beeps  when  a  toddler 
wearing  the  high-tech  gadget 
begins  to  stray.  BeeperKid 
should  be  on  the  market  later 
this  year.  -  Nancy  J.  Perry 

LIVERPOOL 

Beatle  fans,  take  note.  Paul, 
George,  and  Ringo  are  stag- 
ing a  comeback — and  so  is 
their  old  hometown,  Liverpool. 
Spurred  by  some  ugly  riots,  fed 
largely  by  growing  unemploy- 
ment, the  British  government 
and  local  businesses  got  to- 
gether in  the  early  1980s  and 
have  since  invested  nearly 
$900  million  in  Liverpool's  in- 
frastructure, housing,  and  ame- 
nities. The  result:  Some  Liver- 
pool industries  are  bouncing 
back.  For  example,  the  city's 
Mersey  port  is  now  one  of  the 
most  profitable  and  productive 
in  Europe,  and  the  once  dere- 
lict docks  house  a  maritime 


museum,  a  busy  shopping  mall, 
and  a  Magical  Experience  tour 
that  includes  a  visit  to  a  re- 
built Cavern  Club,  where  the 
early  Beatles  played.  The  Liv- 
erpool Institute  of  Performing 
Arts,  which  counts  Paul  Mc- 
Cartney among  its  financial 
backers,  is  scheduled  to  open 
in  1995. 

The  Merseyside  renaissance 
is  also  pulling  in  foreign  inves- 
tors. The  largest  so  far:  Cable 
North  West,  a  joint  venture  be- 
tween Southwestern  Bell  and 
Cox  Communications,  is  pump- 
ing $700  million  into  a  new  fi- 
ber-optic cable  and  telephone 
network  for  the  area.  While  un- 
employment still  haunts  Liver- 
pool, Merseyside  ventures  have 
added  jobs,  4,300  of  them 
in  1993.  -  Caria  Rapoport 


■  ALAIN  C.  ENTHOVEN,  63, 

a  professor  at  Stanford 
B-school,  on  the  reduced 
HMO  premiums  negotiated 
by  the  California  Public 
Employees  Retirement 
System  (Calpers): 
"Competition  works, 
not  compulsion." 

■  JOANNA  FILOMENA,  54, 

of  Filomena's,  the 
Washington  restaurant 
where  President  Clinton, 
a  McDonald's  fan,  took 
German  Chancellor 
Helmut  Kohl; 
"The  President  really 
enjoyed  the  calamari.  Maybe 
the  myth  of  French  fries  will 
be  thrown  out  the  window." 
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By  Joseph  Spiers 


THE  ECONOMY  IS  WARM,  NOT  HOT 


■  After  percolating  fitfully  for  what  seems 
like  centuries,  could  the  economy  suddenly 
be  overheating?  Growth  surged  at  the  end 
of  last  year.  Workers'  wages  and  hours 
jumped  in  January,  and  a  widely  followed 
purchasing  managers'  sui-vey  found  that 
manufacturing,  already  strong,  kept  up  its 
momentum.  Auto  and  light-truck  sales  have 
revved  up  to  the  highest  level  since  1989,  and 
even  the  long-depressed  heavy-construction 
industry  has  shown  signs  of  life  (see  follow- 
ing story).  When  the  Federal  Reserve  subse- 
quently nudged  interest  rates  up,  the 
implicit  message  was:  Not  only  is  economic 
growth  strong,  but  it  may  be  too  strong, 
eventually  leading  to  higher  inflation. 

The  economy  is  undoubtedly  doing  fine. 
But  it's  warm,  not  hot.  Growth  in  the  first 
quarter  is  slowing  toward  the  3%  rate  that 
Fortune  forecasts  for  1994  as  a  whole.  Ex- 
hibit A:  the  labor  market,  which  generated 
only  a  small  number  of  new  jobs  in  January. 
While  harsh  weather  surely  constrained  em- 
ployment growth,  unemployment  claims 
have  been  rising  since  the  beginning  of  the 
year  to  the  highest  level  since  late  1992.  In 
January  corporations  announced  almost 
109,000  job  reductions,  the  most  since 
monthly  company  layoffs  were  first  tracked  in 
1989,  reports  Challenger  Gray  &  Christmas, 
an  outplacement  consulting  firm.  The  blood- 
letting goes  on.  AT&T  said  in  Feb- 
ruary it  will  eliminate  15,000 
jobs — 8,000  of  them  managerial — 
over  two  years.  Meanwhile,  retail  80% 
sales  in  January  slumped  0.5%, 
surprising  analysts,  even  consider-  70% 
ing  the  bad  weather. 

Fortune's  latest  business  60% 
mood  survey  neatly  captures  the 
sense  that  "things  are  fine,  but 
. . ."  Nearly  three-quarters  of  the 
234  respondents  said  their  busi- 
nesses as  of  late  January  and  ear-  30% 
ly  February  were  good  or  very 
good,  continuing  an  upward  20% 
trend  that  began  in  the  spring  of 

  m% 

Despite  sharply  rising  confidence, 
businesses  are  cautious  about  hiring 
and  spending.  One  worry:  Some  of 
their  customers  fear  for  their  jobs. 


1992.  And  three-quarters  said  they  were 
confident  about  business  conditions  in  the 
next  two  years,  up  dramatically  from  50% 
last  fall  and  the  highest  reading  since  1986. 
Yet  respondents  also  said  they  were  not  as 
aggressive  in  their  policies — such  as  hiring 
and  advertising — as  they  were  in  mid-1990, 
just  before  the  recession  started.  Only  a 
third  intend  to  increase  employment  this 
year.  A  quarter  plan  to  cut  jobs,  and  the  rest 
expect  no  change. 

Downsizing,  in  turn,  promotes  caution 
among  smaller  businesses.  "The  white-col- 
lar layoffs  are  scaring  even  the  wealthy  from 
purchasing  luxuries,"  says  Michael  Light, 
owner  of  Bartel's  &  Co.,  a  wholesale  jeweler 
in  St.  Louis.  A  Cadillac-Oldsmobile  dealer 
in  the  same  city  says  some  of  his  customers 
hesitate  to  trade  in  their  aged  vehicles  be- 
cause of  job  insecurity. 

THE  BIGGEST  WORRY,  though,  is 
the  Clinton  health  care  plan.  "Retail 
businesses  will  be  hurt — costs  will  skyrock- 
et," says  the  CFO  of  a  regional  department 
store  chain  in  Ohio.  "Companies  clearly  are 
holding  back  on  adding  to  staff  out  of  fear  of 
not  knowing  their  future  costs,"  asserts  a 
Cleveland  bank  official.  Adds  Juan  Portillo, 
the  president  of  an  Austin,  Texas,  travel 
agency:  "It  should  be  up  to  each  individual 
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OVERVIEW 

Orowth  is  slowing  from  the 
roaring  fourth-quarter  pace. 

Downsiiing  and  health  plan 
fears  hobble  the  job  market. 

But  heavy  construction  will 
help  the  expansion  at  last. 


business  to  gauge  health  insurance  afforda- 
bility  to  remain  competitive." 

If  business  stays  cautious,  the  expansion 
will  be  restrained.  But  this  wariness  will  also 
help  sustain  growth  by  preventing  excesses — 
from  inventories  and  payrolls  to  balance 
sheets  and  buildings — that  would  eventually 
have  to  be  corrected.  It  might  even  help  rein 
in  the  excesses  of  the  Clinton  health  plan. 

COMMERCIAL  BUILDING 
MAKES  A  COMEBACK 

■  The  formerly  long  list  of  nasty,  brutish 
deterrents  to  economic  growth  has  become 
short.  Gone  are  oppressive  consumer  and 
corporate  debt  service,  a  burgeoning  feder- 
al deficit,  failing  S&Ls,  undercapitalized 
banks,  uncompetitive  manufacturers, 
bloated  service  companies,  soaring  oil 
prices,  fears  of  plunging  home  prices.  Now 
you  can  scratch  another  downer — commer- 
cial and  industrial  construction. 

The  foundation  has  been  laid 
by  gradual  increases  in  demand 
for  space,  coupled  with  a  supply 
adjustment — namely,  the  de- 
pression in  new  construction  that 
followed  the  ridiculous  over- 
building of  the  1980s.  Outlays  for 
retail  and  industrial  buildings 
have  already  turned  up  (see 
charts,  next  page),  and  office  con- 
struction has  about  hit  bottom. 

The  dim  light  bulb  at  the  end  of 
the  corridor  does  not  signify  a 
boom.  Activity  will  remain  low  by 
1980s  standards.  And  hotels,  af- 
ter getting  a  boost  from  Las  Ve- 
gas resorts  recently,  will  likely 
tumble  in  the  next  couple  of 
years.  Overall,  though,  commer- 
cial and  industrial  construction 
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will  stop  yanking  economic  growth  down — 
the  slump  accounted  for  nearly  a  fifth  of  the 
drop  in  GDP  during  the  1990-91  recession. 
The  industry  will  do  some  $90  billion  of  busi- 
ness this  year,  up  4%  from  1993. 

Retail  construction — shopping  centers 
and  malls  as  well  as  single  stores — ^will  lead 
the  way  Besides  the  recovery  in  consumer 
spending,  credit  the  homebuilding  surge  of 
the  past  two  years:  New  subdivisions  call 
for  stores  nearby  Since  shopping  centers 
go  up  roughly  a  year  after  the  houses,  fur- 
ther construction  is  guaranteed.  For  exam- 
ple, groundbreaking  for  a  new  mall  is  slated 
for  this  fall  in  northwestern  Albuquerque, 
where  many  new  houses  have  been  built, 
says  J.  Howard  Mock,  CEO  of  Jaynes 
Corp.,  a  general  contractor. 

Another  plus  is  the  push  of  discounters 
and  "big  box"  merchandisers  like  Home  De- 
pot and  PriceCostco  into  new  geographic  ter- 
ritories. In  the  past  two  years  Jaynes  Corp. 


Besides  stronger  con- 
sumer spending,  credit 
the  Homebuilding  surge 
for  tlie  rebound  in 
retail  construction. 


last  year,  with  Chicago  and  Atlanta  espe- 
cially strong.  Tennessee's  growing  role  as  a 
distribution  hub  has  squeezed  warehouse 
capacity  along  Interstate  81,  causing  devel- 
opers to  plan  additional  facilities  there, 
says  New  America  Network,  a  consortium 
of  brokerage  firms.  Distribution  is  a  growth 
industry  in  Texas  too,  where  NAFTA  is 
providing  the  spark.  And  construction  this 
year  on  BMW's  new  plant  in  South  Caroli- 
na and  the  Mercedes  plant  in  Alabama  will 
also  fuel  building  by  auto  parts  suppliers  in 
other  Southeastern  states. 

But  don't  look  for  a  surge.  Companies 
that  reengineer  the  factory  floor  and  adopt 
just-in-time  techniques  can  install  extra 
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has  built  five  Wal-Marts.  Most  construction 
will  occur  in  the  South  and  West,  excluding 
California,  because  that's  where  the  popula- 
tion and  job  growth  is.  But  economic  wreck- 
age in  the  Northeast  also  provides 
opportunity  In  downtown  Boston,  Homart 
Development  Co.  will  renovate  a  failed 
three-story  mall  into  a  "power  center"  that 
will  boast  three  or  more  big  boxes  as  anchors. 

Factory  and  warehouse  construction  is 
starting  to  clank  into  action  in  response  to 
rising  industrial  production  and  falling  va- 
cancy rates.  Cushman  &  Wakefield,  a  na- 
tional realty  firm,  reports  that  industrial 
leasing  rose  in  seven  of  ten  major  markets 


machinery  without  adding  bricks  and  mor- 
tar, says  manufacturing  expert  Michael 
Cantwell  of  Grant  Thornton,  the  account- 
ing and  consulting  firm:  "There's  a  lot  of 
latent  capacity  out  there  not  included  in  the 
government  figures."  Warehouses,  too,  are 
victims  of  the  just-in-time  revolution  that 
shrinks  stockpiles — though  demands  for 
faster  response  will  also  stimulate  some 
building  as  auto  and  other  manufacturers 
require  suppliers  to  locate  facilities  nearby. 

The  office  hangover  has  efl:ectively  killed 
the  speculative  projects  that  dominated 
construction  in  past  years,  says  David  Bins- 
wanger,  president  of  Binswanger  Advisory 


Group  in  Philadelphia.  A  few  are  going  for- 
ward in  suburbs  and  smaller  cities,  where 
fast-growing  companies  tend  to  locate.  But, 
he  adds,  "on  a  national  scale,  these  special 
cases  don't  even  make  it  onto  the  radar 
screen." 

True,  the  expanding  economy  has  been 
slowly  creating  office  jobs.  CB  Commercial, 
a  large  real  estate  services  firm,  calculates 
that  last  year  business  absorbed  39  million 
square  feet  of  office  space,  net,  in  the  sub- 
urbs and  12  million  downtown.  That 
pushed  the  year-end  office  vacancy  rate 
down  to  17%,  the  lowest  in  eight  years.  But 
it's  not  enough  to  generate  new  speculative 
building.  Even  if  developers  wanted  to  take 
a  shot  at  Russian  roulette,  they'd  find  it  im- 
possible to  get  financing.  Real  estate  ex- 
perts are  unanimous  in  predicting  no 
rebound  in  construction  of  multitenant  of- 
fices for  several  years  at  least. 

Construction  will  instead  be  driven  by 
,  companies  that  want  customized  space  for 
I  their  own  use,  such  as  Wachovia  Corp.,  Na- 
;  tionsBank,  and  Sara  Lee,  all  building  in  the 
i  Winston-Salem,  North  Carolina,  area. 
Contractors  will  also  find  work  renovating 
buildings  that  may  be  only  a  decade  or  two 
old  but  don't  have  infrastructure  for  heavy- 
duty  voice  and  data  transmissions. 

MOTEL  AND  MOTEL  construction 
will  be  taking  an  extended  vacation. 
Glitzy,  high-profile  resort  hotels  completed 
in  Las  Vegas  last  year  created  the  illusion  of  a 
rebound,  but  that's  history.  As  with  office 
buildings,  far  too  many  hotels  were  built  in 
the  past  decade.  And  now  the  lodging  indus- 
try must  endure  budget-conscious  families 
and  corporate  customers  trying  to  keep  travel 
costs  to  a  minimum.  Coopers  &  Lybrand 
economist  Carol  Greenberg  predicts  that  the 
number  of  rooms  started  will  slump  more 
than  20%  in  the  next  two  years.  Any  new  con- 
struction will  be  primarily  for  small  hotels 
that  limit  amenities  such  as  restaurants. 

It  has  taken  commercial  and  industrial 
construction  three  years  to  join  the  recovery. 
And  like  the  rest  of  the  economy  in  the  early 
part  of  this  expansion,  its  growth  will  be  sub- 
par  at  first.  -  J.S. 

Chief  Economist  Vivian  Brownstein 
Associate  Economist /osep/i  Spiers 
Research  Associates  James  Aley  and 
Lenore  Schiff 

Fortune's /ofecfli/  is  produced  by  this  magazine's 
economists.  It  is  based  on  our  own  economic  model. 
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At  a  mere  3.4  pounds  with  battery,  this  feathenveight  bai  I'K 
l\  tips  the  scales.  But  the  IBM  ThinitPad"  500  dehven 
full-sized  features.  And  the  perfect  design  for  briefcase  oi 
boardroom. 

IBM  ThinkPad  500 

To  lighten  your  load,  theii'"~  ,i  -iipei  l.i-i 
486SLC2 50/25 MHz procesM,,.  I  pi,, 
RAM  and  170MB  hard  disk.  I  -■.i.liiiij  r,\.u- 
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ing  device.  Even  an  auto  shutd,)\\  ii  IimIim, 
to  save  energy— ,111,1  mini 


You  also  get 
the  unmatched  service  and 
support  of  HelpWai'e"  IBM's  orii- 
prehensive  package  that  inclml,--  .1  ,iri,' 
year  international  traveler's  wairanty,  24-hour 
telephone  assistance,  and  convenient  ThinkPad 


ThinkPad 

Model  500 

Processor 

486SLC2  50/25  MHz 

Display 

7.4"  monochrome 

Weight 

3.4  lbs.  (with  battery  pack) 

Battery  Life 
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85MB  or  170MB 
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PCMCIA  cw,h.       ThinliPad  500,  caU  our  Personal  Systems 
HelpCenter"  at  1  800  772-2227.  In  Canada,  caU  1 800  465-7999. 

To  order,  call  1  800  426-7903:  Call  today-it's  the 
light  thing  to  do. 
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traveler's  warranty  service  available  In  countries  where  ThinkPad  Is  sold  by  IBM  and  IBM  Business  Partners.  ThinkPad  EasyServ 
and  "Thank  You's  from  ThinkPad"  booklets  available  In  U.S.  only  "Thank  You's  from  ThinkPad"  valid  from  5/4/93  through  4/30/94. 
Screen  shot  reprinted  with  permission  from  Lotus  Development  Corporation.  IBM,  ThinkPad,  HelpCenter  and  HelpWare  are  regis- 
tered trademarks  and  TrackPoint  II  and  ThinkPad  EasyServ  are  trademarks  of  International  Business  Machines  Corporation.  Lotus 
Is  a  registered  trademark  of  Lotus  Development  Corporation.  ©  1994  IBM  Corp. 


america's 
best-selling  car. 
again; 


skip  the  coffee.  There's  no  better 
way  to  begin  the  day  than  with 
a  serious  dose  of  Taurus  SHO. 
Right  there  in  your  garage  is  a 
24-valve  caffeine-free  wake-up 
call.  But  the  SHO's  stimulating 
qualities  are  not  limited  to  its 
performance  alone. 


SHO's  sleek  good  looks  are  a 
subtle  hint  at  the  power  that  lies 
within.  Then,  behind  the  wheel 
you'll  notice  that  the  driver- 
oriented  instrumentation  and 
articulated  bucket  seats  are 
designed  so  your  attention  stays 
on  the  road. 
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EYE-OPENING  PERFORAdANCE. 

This  220-horsepower  eye- 
opener  will  turn  your  commute 
into  the  ideal  way  to  enjoy  speed- 
sensitive  variable-assist  steering 
and  the  newly  refined  four-wheel 
sport-tuned  suspension.  And  since 
the  power  of  SHO's  24- valve 


DOHC  engine  is  balanced 
a  standard  anti-lock  braking 
system  and  dual  air  bagsf  *  you'll 
be  able  to  concentrate  on  a 
world-class  driving  experience. 

Awaken  the  performance  driver 
within.  Ford  Taurus  SHO.  Your 
commute  will  never  be  the  same. 


I  / 


MA   M,^  M.  "^t^ 


'Based  on  1993  CY  manufacturers  reported  retail  delivt 
"Always  wear  your  safety  belt. 


EcQNQMic  Intelligence 

''  ~  * /Jt-j«wM»MM»— —     GDP  growth  this  year.  If  the 

PMIiG  BEGINS  ON 
THE  INFO  HIGHWAY 


■  No  one  knows  exactly  what 
the  information  superhighway 
will  be,  let  alone  what  it  will 
cost.  No  matter:  Work  has  be- 
gun. In  the  past  two  years,  new 
civilian  orders  for  communica- 
tions equipment  have  risen 
53%,  to  an  annual  rate  of  $52 
biUion,  and  shipments  have  in- 
creased 46%,  to  $50  billion. 
Economist  Rosanne  M.  Cahn 
of  CS  First  Boston  expects  con- 
tinuing double-digit  gains  for 
the  "foreseeable  future." 

A  lot  of  the  spending  is  com- 
ing from  the  regional  Bell  oper- 
ating companies  (RBOCs).  US 
West  recently  accelerated  its 
plans  to  build  a  multimedia  net- 
work. It  intends  to  spend  $500 
million  annually  between  1995 
and  2002  on  muhimedia  services 
alone.  Pacific  Bell  and  Bell  At- 
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lantic  each  plan  to  invest  about 
$15  billion  in  their  networks 
over  the  next  several  years. 
Cahn's  colleague  James  Parme- 
lee  figures  the  other  RBOCs  are 
likely  to  announce  similar  plans 
within  a  few  months.  Another 
big  spender  is  MCI,  with  a  sev- 
en-year, $20  billion  program. 
Suppliers  are  salivating.  Satin- 
der  MuUick,  chief  economist  at 
Corning,  expects  its  glass-fiber 
volume  to  increase  30%  a  year 
for  the  next  seven  years  as  de- 
mand explodes. 

Cahn  figures  the  roadwork 
will  add  0.2  percentage  point  to 


pace  holds  up,  it  will  have  an 
even  bigger  economic  impact 
than  its  metaphorical  progeni- 
tor, the  interstate  highway  sys- 
tem. That  heroic  project  con- 
tributed less  than  0.1  point  per 
year  during  the  peak  period 
from  1951  to  1959.  -  James  Aley 

dEbttrap'  ^ 

■  Government  deficits  are  out 
of  control,  and  swelling  public 
debt  threatens  to  squelch  the 
economy  Sound  familiar?  But 
now  it's  Europe's  turn.  Econo- 
mists at  Salomon  Brothers  esti- 
mate that  high  deficits  will 
push  government  debt  up  rap- 
idly throughout  Europe  even 
after  its  economies  head  out  of 
recession  next  year  (see  chart). 
On  the  course  set  by  President 
Clinton's  new  budget,  by  con- 
trast, U.S.  debt  will  remain 
steady  at  52%  of  GDP  Even 
including  the  Clinton  health 
care  plan  wouldn't  push  it  up 
significantly 

The  Old  World's  fiscal  prob- 
lems are  deep-seated,  says  chief 
economist  John  Lipsky  Trea- 
suries are  straining  to  support 
money-losing  state  industries, 
from  coal  mines  to  airlines.  Un- 
employment will  hang  high  be- 
cause rigid  labor  laws  and  regu- 
latory burdens  stifle  job  cre- 
ation and  new  business  forma- 
tion even  when  economies  are 
growing.  So  taxpayers  will  be 
stuck  with  paying  for  famously 
generous  jobless  benefits.  And 
with  a  smaller  proportion  of 
workers  supporting  a  larger  and 
faster-growing  population  of 
retirees  than  in  the  U.S.,  pay- 
as-you-go  pension  systems  are 
stretched  to  the  max. 

To  keep  the  debt  burdens 
from  rising  higher  would  require 
severe  spending  cuts  in  Europe's 
capacious  social  welfare  systems 
or  large  tax  increases — or  both. 
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But  with  16  presidential  and  par- 
liamentary elections  scheduled 
over  the  next  four  years,  finan- 
cial markets  are  dubious  that 
politicians  will  prescribe  such 
bitter  medicine. 

The  likely  result:  Govern- 
ments will  have  to  pay  higher 
interest  rates  to  lure  reluctant 
buyers  of  shaky  public  bonds, 
siphoning  off  money  from 
productive  private  investment. 
Lipsky  doesn't  rule  out  a  re- 
peat of  the  financial  crises  that 
roiled  European  currency  mar- 
kets in  1992  and  1993.  The 
debt  trap,  he  warns,  "seriously 
threatens  to  undermine  Eu- 
rope's competitiveness  and 
long-term  economic  growth 
potential."     -  Louis  S.  Richman 
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.  ._-umes  long-term  interest  rotes  increase 
by  one  percentage  point. 


THE  BIG  PAYOFF 
FROM  COMPUTERS 

■  Economists  have  tried  to  fig- 
ure out  for  years  why  American 
companies  poured  hundreds  of 
billions  of  dollars  into  comput- 
er technology  without  getting 
significant  gains  in  output. 
Economist  Erik  Brynjolfsson 
and  doctoral  student  Lorin 
Hitt  of  MIT's  Sloan  School  of 
Management  have  finally  ex- 
plained this  so-called  "produc- 
tivity paradox":  There  wasn't 
one.  Indeed,  the  Fortune  500 
companies  they  investigated 
have  earned  an  eye-popping 
67%  return  after  depreciation 
on  their  investments  in  infor- 
mation technology. 

Brynjolfsson  and  Hitt  calcu- 
lated returns  on  investments  in 
information  systems  for  367  in- 
dustrial and  service  companies 
from  1987  through  1991.  By 
contrast,  the  earlier  studies 
that  suggested  slender  gains 
relied  on  obsolete  data  from 
the  1970s  and  early  1980s.  The 
large,  up-to-date  sample  re- 
vealed the  benefits  of  reorga- 
nizing around  the  new  technol- 
ogies— improved  quality  and 
customer  service,  greater  prod- 
uct variety,  and  speed.  "If 
there  ever  was  a  productivity 
paradox,"  says  Brynjolfsson, 
"it  disappeared  by  the  late 
1980s."  -  L.S.R. 
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The  Principal  Edgef 

Processing  customers  by  the 
'    dozen. That's  how  most  companies 
today  provide  financial  services.  But 
Financial  Strategies^nrom The  Principal 
l-inancial  Groups-  takes  a  fresh  approach. 
I  Socause  no  two  customers,  like  no  two  eggs, 
are  yxactly  alike.  Financial  Strategies  lets  our 
reproaentatives  focus  on  each  person's  unique 
financial  needs.  And  mold  our  products  around 
those  iieeds,  to  create  flexible,  custom-fit  solutions. 
Case  in  point:  Adjustable  Life.  As  your  life  changes, 
it  adjusts.  Raise  or  lower  your  premium  without 
reducing  the  amount  of  coverage.  Increase  or  decrease 
the  value  of  your  policy  anytime.* 
Financial  Str  ategies  is  just  part  of  the  edge  we  deliver  to  millions 
of  customers.  One  at  a  time.The  Principal  Financial  Group, 
Des  Moines,  lA  50392-01 50. 


The  financial  compai  ly 
that  gives  you  an  edge.^ 


Products  and  services  offered  through  Principal  Mutual  Life  Insurance  Company  (The  Principal)  and  its  subsidiaries, 
Des  Moines,  lA  50392-0150.  ©  1992  Principal  Mutual  Life  Ins.  Co. 

Increasing  the  amount  of  coverage  may  require  a  medical  exam. 


By  Richard  S.  Teitelbaum 


BEATING  PUNY  CD  YIELDS— SAFELY 


■  Pity  the  lowly  certificate  of  deposit.  De- 
spite all  the  hoopla  over  the  recent  up  tick  in 
short-term  interest  rates,  the  three-month 
variety  still  earns  a  miserly  3.1%  on  average 
these  days.  With  3%  inflation  and  today's 
higher  income  taxes,  amigo,  you're  losing 
money.  Small  wonder  investors  ask  whether 
CD  really  stands  for  Currently  Diddlysquat. 

Seekers  of  safety  needn't  despair.  You 
can  find  better  payouts  by  tiptoeing  ever  so 
gingerly  up  the  ladder  of  risk.  For  example, 
U.S.  savings  bonds  held  for  five  years  yield 
at  least  4%  and  are  exempt  from  state  and 
local  taxes.  Some  bond  funds  bring  security 
with  diversified  holdings.  But  how  can  in- 
vestors weigh  the  risks  and  rewards  of  the 
many  funds  claiming  to  be  safe? 

The  key  is  learning  to  assess  two  kinds  of 
danger:  the  risk  of  credit  downgrades  and 
that  of  fluctuating  interest  rates.  Credit  risk 
is  easy  to  understand — some  bond  issuers 
are  less  likely  to  default  than  others — and 
it's  even  easier  to  deal  with.  Buy  only  funds 
that  invest  in  bonds  rated  AA  or  better  by 
Standard  &  Poor's,  like  those  of  the  U.S. 
government  and  blue-chip  companies. 

Interest  rate  risk  starts  out  simple  too: 
When  rates  rise,  a  bond's  value  falls,  and 
vice  versa.  But  this  basic  rule  can  get  com- 


plicated. For  example,  if  rates  rise,  zero- 
coupon  bonds  drop  far  more  in  price  than 
interest-paying  bonds  of  the  same  maturity 
because  investors  must  wait  until  the  zero 
matures  before  they  can  start  reinvesting  at 
new,  higher  rates. 

To  cut  through  the  confusion,  use  a  mea- 
sure of  interest  rate  risk  called  "effective 
duration,"  which  takes  into  account  not 
only  a  bond's  maturity  but  also  varying  cou- 
pons, payment  schedules,  and  call  features. 
It  totes  up  the  current  discounted  value  of 
all  interest  and  principal  that  will  be  paid 
over  the  bond's  life  and  tells  investors  the 
weighted  average  length  of  time  it  will  take 
them  to  get  their  hands  on  it.  For  example, 
a  30-year  zero-coupon  has  a  longer  dura- 
tion than  a  30-year  conventional  bond  be- 
cause it  doesn't  pay  a  cent  until  the  day  it 
matures.  The  longer  the  bond's  duration, 
the  greater  the  interest  rate  risk. 

Duration  may  seem  complex,  but  using  it 
is  a  piece  of  cake.  A  fund  with  an  average 
duration  of  flve  years  is  twice  as  volatile  as 
one  with  a  2.5-year  duration.  Investors  who 
want  sanctuary  from  interest  rate  swings 
should  therefore  buy  funds  with  short  aver- 
age durations.  Says  editor  Ralph  Norton  of 
the  Bond  Fund  Advisor :  "For  people  seek- 


ing safety,  stick  to  average  durations  of  two 
to  three  years." 

Bond  funds  will  often  tell  you  their  aver- 
age duration,  and  Morningstar,  the  mutual 
fund  service,  this  year  is  adding  an  average- 
duration  figure  to  bond  fund  appraisals. 
Armed  with  credit  and  duration  informa- 
tion, investors  can  track  down  funds  that  fit 
their  prescription  for  safety. 

Among  the  safest  short-term  corporate 
bond  funds  is  the  Neuberger  &  Berman  Ul- 
tra Short  Bond  fund,  yielding  3.2%  with  an 
average  duration  of  just  one  year  and  rock- 
solid  AAA  credit  quality.  Those  willing  to 
take  on  slightly  more  credit  and  interest 
rate  risk  might  consider  the  AA-I-  quality 
T.  Rowe  Price  Short-Term  Bond  fund, 
which  invests  in  out-of-favor  sectors,  such 
as  mortgage-backed  bonds.  It  has  a  2.1-year 
duration  and  boasts  a  yield  of  5%.  For 
daredevils  among  the  safety  set,  the  Scud- 
der  Short  Term  Bond  fund  has  a  1.5-year 
duration  and  AAA-  quality.  It  earns  its 
5.3%  yield  by  stocking  up  on  quality  foreign 
bonds  and  some  esoteric  notes. 

Rising  income  taxes  make  short-term 
municipal  bond  funds  a  better  deal  for 
many.  But  if  you  plan  to  stick  with  short- 
term  funds,  your  choices  will  be  limited; 
most  muni  funds  have  long  durations.  Ex- 
ceptions include  the  USAA  Tax  Exempt 
Short-Term  fund  with  AA  credit  and  a  du- 
ration of  2.3  years.  It  yields  3.3%,  equal  to  a 


IS  m 


FUND  &  PHONE  NUMBER 

5*,<SsV-i  Neuberger  &  Berman 

Ultra  Short  Bond  800-877-9700 

T.  Rowe  Price 
Short-Term  Bond  800-638-5660 

Scudder 

Short  Term  Bond  800-225-2470 


YIELD 

■s  20/, 

S.0% 
5.3% 


DURATION    QUALITY     FUND  &  PHONE  NUMBER 


1.0  Aikia      Benham  Treasury 

year  Note  800-472-3389 

2.1  AA+      Vanguard  Fixed  Income  Securities 
years  Short-Term  U.S.  Treas.  800-992-0414 

1.5  AAA-     Vanguard  Fixed  Income  Securities 

years  Inter.-Term  U.S.  Treas.  800-992-0414 


YIELD     DURATION  QUAUTY 


4.2% 


4J.% 


5.2% 


3.4 

years 

2.2 

years 

5.1 

years 


USAA  Tax  Exempt 
Short-Term  800-382-8722 

Vanguard  Municipal  Bond 
Limited-Term  800-992-0414 


%        2.3  Fortress  Adjustable  Rate  3.2%  O.S  MA 

years                   U.S.  Government  800-245-5000  year 

■:%        2.7  Benham  Adjustable  Rate  4.8%  0.7  MA 

years                   Government  Securities  800-472-3389  V^ar 
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Duration  is  a  measure  of  Interest  rate 
risl<  based  on  a  bond's  maturity  and  other 
features.  A  bond  fund  can  usually  tell  you 
its  holdings'  average  duration. 


taxable  5.5%  for  an  indi- 
vidual in  the  highest  in- 
come tax  bracket.  The 
Vanguard  Municipal 
Bond  Limited-Term 
portfolio,  also  AA,  with 
a  duration  of  2.7  years, 
sports  a  3.4%  yield,  or  a 
5.6%  taxable  equivalent. 

U.S.  Treasury  bond 
funds  carry  no  credit 
risk,  but  of  course 
those  invested  in  long-term  securities  get 
hit  if  rates  jump.  When  that  happened  in 
early  1992,  the  average  Treasury  fund  lost 
2.5%  of  its  value — hardly  a  calamity,  but 
reason  for  the  truly  risk-averse  to  lean  to- 
ward shorter-term  funds.  The  Benham 
lY-easury  Note  fund,  with  a  3.4-year  dura- 
tion, yields  4.2%  annually.  The  Vanguard 
Fixed  Income  Securities  Sliort-Term  U.S. 
Treasury  portfolio  yields  4.1%  with  a  2.2- 
year  duration;  an  intermediate-term  ver- 
sion yields  5.2%. 

Adjustable-rate  mortgage  (ARM)  funds, 
because  they  invest  primarily  in  mortgage 
securities  of  U.S. -backed  agencies,  carry 
AAA  credit  quality.  But  if  you  eliminate 
funds  with  loads  and  those  with  high  mini- 
mum investments,  investors'  choices  are 
few.  The  supercautious  Fortress  Adjustable 
Rate  U.S.  Government  fund — ^with  a  dura- 
tion of  just  six  months — shuns  risky  deriva- 
tive mortgage-backed  bonds  and  yields 
3.2%.  Those  willing  to  risk  some  loss  of  capi- 
tal from  a  smattering  of  such  derivatives  may 
want  to  consider  the  Benham  Adjustable 
Rate  Government  Securities  fund.  It's  still  a 
safe  ARM  fund;  with  a  duration  of  less  than 
a  year,  it  yields  4.8%. 

Once  invested,  don't  fret  unduly  about 
any  of  these  funds.  Notes  Jeff  Kelley,  an 
editor  at  Morningstar:  "You're  risking  a 
small  part  of  your  capital,  but  with  these 
funds  an  investor  is  still  taking  only  the  first 
baby  step  away  from  CD-style  safety." 

CANADA'S  NATURAL  RICHES 
FINALLY  START  TO  PAY  

■  Canada,  quipped  Canadian  novelist 
Margaret  Atwood,  is  where  Americans 
think  the  weather  comes  from.  But  Mother 
Nature  has  blessed  Canada  with  more  than 
the  occasional  cold  front.  The  land  is  rich 
with  metals,  oil,  gas,  and  timber.  Like  the 


rise  1  point 
rise  2  points 
rise  3  points 


ground  on  which  it  sits, 
the  Toronto  Stock  Ex- 
change, Canada's  larg- 
est, is  chock  full  of  na- 
ture's bounty:  One-third 
of  the  capitalization  of 
the  TSE  300  index 
comes  from  companies 
that  extract  or  process 
such  commodities. 

Think  of  Canada  as 
one  big  cyclical  stock, 
with  the  cycle  finally  turning  up.  Some  of 
the  good  news  is  already  out — the  long- 
somnolent  TSE  jumped  42%  in  the  past  12 
months — but  commodity  watchers  argue 
that  this  cycle's  upswing  has  years  to  run. 
Base  metals  such  as  zinc,  nickel,  and  alumi- 
num still  sell  for  less  than  it  costs  to  get 
them  out  of  the  ground.  And  at  about  $15  a 
barrel,  oil  is  near  a  five-year  low.  Says  Mark 
Holowesko,  director  of  research  at  Tem- 
pleton  Worldwide:  "Something's  got  to 
give.  If  you're  buying  for  three  to  five  years, 
now  is  the  time  to  get  in." 

CANADIAN  manufacturers  got  lean 
during  the  mean  years,  laying  off  work- 
ers and  otherwise  paring  costs.  Says  George 
Domolky,  whose  Fidelity  Canada  fund  has 
risen  an  average  14.2%  annually  over  the 
past  three  years:  "There's  nothing  like  fear 
to  improve  the  balance  sheet."  Domolky  is 
buying  metals  producers  that  have  cut  costs 
and  will  benefit  from  a  comeback  in  com- 
modity prices.  Among  his  favorites:  alumi- 
num giant  Alcan;  Inco,  which  supplies  one- 
third  of  the  world's  nickel;  Cominco,  which 
mines  for  zinc  and  lead;  and  Aur  Re- 
sources, a  copper  play.  Says  Domolky:  "If 
past  cycles  are  any  example,  these  stocks 
could  double  in  the  next  three  years."  U.S. 
investors  can  buy  Alcan  and  Inco  on  the 
New  York  Stock  Exchange  and  Cominco 
on  the  Amex. 

One-stop  commodity  shoppers  should 
consider  conglomerate  Noranda,  with  inter- 
ests in  forests,  paper  mills,  oil,  gas,  copper, 
gold,  zinc,  aluminum,  and  nickel.  Says  Fred 
Sturm,  manager  of  the  Mackenzie  Canada 
fund  (up  14%  annually  on  average  over  the 
past  three  years):  "It's  the  best  proxy  for  all 
the  natural  resources  in  Canada."  Sturm  ex- 
pects the  stock,  recently  at  $26  (Canadian), 
to  rise  75%  to  100%  over  the  next  three  years 
as  global  demand  quickens.-  Shelley  Neumeier 
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Informix  Database  Tecinology 
Helps  AT&T  Federal  Systems 
Move  to  UNIX. 


when  AT&T  Federal  Systems  needed  to  move  their  project  accounting  system 
from  a  mainframe  to  a  UNIX  environment,  they  turned  to  Informix,  the  experts 
in  UNIX  relational  database  technology. 
"One  Terminal,  One  Sjrstefn"  Solution. 

AT&T  Federal  Systems— the  division  of  AT&T  that  handles  government 
contracts— deals  with  projects  ranging  from  satellites  to  security  and  sonar  devices 
for  the  federal  government.They  needed  to  combine  their  internal  financial  data  with 
project  management  data  to  optimize  control  and  information  accessibility. 

At  the  same  time,  they  wanted  to  migrate  to  UNIX— in  order  to  standardize 
their  systems  and  to  utilize  the  latest  technology  And  they  wanted  a  "one  terminal, 
one  system"  solution  for  their  four  locations  and  5,000  users. 
Deployment  Throughout  AT&T. 

*  Using  INFORMIX-OnLine,  INF0RMIX-4GL,  and  INFORMIX-SQL,  AT&T 
designed  and  developed  an  application  that  satisfies  their  users  and  their  federal 
government  customers.  The  new  system  tracks  time,  creates  labor  distribution  reports, 
integrates  costs  and  schedules,  and  generates  a  wide  range  of  reports  and  analyses, 
including  "what  if"  scenarios. The  system  is  so  successful  that  it  has  been  the  standard 
implemented  at  AT&T  research  and  development  locations,  handling  over  75  sites 
and  30,000  employees  in  1994. 

AT&T  and  thousands  of  other  companies  have  called  on  us  for  14  5'ears  to 
successfully  handle  their  critical  data. 

If  you're  considering  client/server  technology  for  data  management,  talk 
to  Informix. 

Because  we're  the  experts.  ^ 
Caii1-800.688.|FMX.  S/i'l  I  |[\/||X" 


■E'  I9y4  Informix  Software,  Inc.  Informix  is  a  registered  trademarli  of  Informi-X  Software,  Inc. 

All  other  njm«  indicated  by  ®  or      are  registered  trademarks  or  trademarks  of  their  respectii'c  manufacturets. 


ONE  iMKLIWE  A  STMAIGHTEM  COUKSE»  An  airline  s/irsf^euer  energy 

hedge  mjetjuel  using  a  series  of  Jlxecl-Jor-floating-rate  transactions.  It's  no  blue^skij  idea  but  how  we  recently  helped 
a  major  U.S.  carrier  manage  risk.  Since  the  airline's  internationcd  operations  generate  a  multiple-currency  revenue 


stream,  we  also  act  as  one  of  its  primary  foreign  exchange  partners,  And.  we  provide  primary  and  excess 
property/casualty  insurance  for  its  buildings  and  aircraft,  fidelity  and  international  insurance  coverages.  Products  and 
services  for  which  more  and  more  corporations  are  heading  in  AIG's  direction.  For  the  definitive  response  to  risk. 

LEADERS  IN  INSUMANCE  AMD  FINANCIAI.  SERVICES. 

American  International  Group,  Inc.,  Dept.  A,  70  Pine  Street,  New  York,  NY  10270. 


Portfolio  Talk 


SEARCHING  FOR  VALUE  AS  THE  DOW  TOWERS 


An  Interview  With    Three-year  annual  rate 
or  return 

■  DENIS  LAPLAIGE 
manager  of 
MAINSTAY 

VALUE  FUND 


■  Is  it  the  French  accent?  The  perfect  high- 
rise  view  of  Central  Park  in  winter,  with 
swirling  polka  dots  of  skaters?  Denis  La- 
plaige,  43,  manager  of  $4.5  billion  in  equities 
at  MacKay  Shields  in  New  York  City,  is  talk- 
ing about  buying  stocks,  and  there  is  drama. 
"When  I  buy  a  stock,  I  must  feel  pain,"  says 
he.  "When  everyone  asks  why  I  bought  it, 
when  I  go  to  bed  and  wonder  why  myself, 
then  it  is  probably  a  good  buy.  I  cannot 
change  my  personality,  my  style."  As  a  value 
investor,  Laplaige  is  committed  to  buying 
unloved  stocks,  an  approach  that  has  sei-ved 
him  well  as  manager  of  the  Main- 
Stay  Value  fund,  among  others. 
But  how  does  a  pain  seeker  find 
buys  in  a  market  near  its  all-time 
high?  He  spoke  recently  with  For- 
tune associate  editor  Susan  Kuhn. 

120 

What  disciplines  do  you  employ? 

Every  week  we  screen  a  large 
universe  of  stocks  to  find  the  20% 
selling  at  the  lowest  prices  relative   ^  iqq  j\ 
to  cash  flow  and  earnings.  Cash  § 
flow  is  more  important  than  ever  1 
because  of  all  the  accounting   "  ' 
changes  that  are  taking  place.  With  liquid 
cash,  companies  can  take  steps  to  increase 
the  dividend,  buy  back  stock,  pay  off  debt, 
or  make  acquisitions.  Then  we  look  for 
companies  with  at  least  three  of  six  cata- 
lysts for  change:  a  positive  future  earnings 
trend,  high  dividend  yield,  an  announced 
stock  buyback  program,  high  levels  of  in- 
side ownership,  an  announced  restructur- 
ing, or  a  private  market  value  that  is  50% 
above  the  current  stock  price. 

Are  you  finding  stocks  that  meet  the  test? 

Right  now  we  are  in  a  vacuum.  We  aren't 
finding  enough  cheap  stocks  to  keep  us 
busy  In  the  past  six  months  there  hasn't 
been  a  bad  group,  except  for  some  financial 
and  retailing  stocks. 

Have  you  bought  financial  and  retail  stocks? 

Yes.  In  finance,  we  are  concentrating  on 
diversified  financial  services  companies, 
where  rising  interest  rates  are  not  necessar- 
ily a  bad  thing.  IVavelers,  with  Sandy  WeiU 
at  the  helm,  has  got  consumer  finance,  bro- 
kerage with  Smith  Barney  Shearson,  and 
insurance.  I  love  it.  How  many  times  do  you 


see  a  guy  make  an  acquisition  like  Travel- 
ers and  say  I  want  this  to  make  money  from 
day  one?  The  company  is  buying  back 
stock.  My  price  target  on  the  stock,  now 
$40,  is  $55  by  the  end  of  the  year. 

Kemper  looks  to  me  like  Weill's  old  Pri- 
merica.  The  company  sold  its  property/ca- 
sualty and  reinsurance  businesses  and  has 
retained  its  life  insurance  arm.  It  also  has 
mutual  funds  and  a  big  brokerage  division 
whose  value  isn't  being  recognized  by  the 
market.  The  management?  Well,  the  com- 
pany has  to  do  something.  It  may  be  a  great 

One  of  His  Picks: 

STOCK  PRICE 

s  ■    ■  In'r'^-  1  9/'^! /Q9  — 1  on 


S&P  500 


Laplaige  says  finding  unloved  stocks  is  getting  downright  difficult. 


takeover  candidate.  I  think  Travelers 
would  be  a  natural  buyer.  The  stock  is  $41 
today,  and  $55  is  an  easy  target. 

Are  your  retail  purchases  a  bet  that  consum- 
ers will  spend  more? 

The  consumer  has  come  back,  just  not  ev- 
erywhere. He's  picked  his  priorities,  first  buy- 
ing autos  and  homes.  In  1994  we  think  he  will 


go  to  the  mall  or  a  department  store.  Mac 
Frugal's  Bargains  Close-outs  is  a  California 
discount  department  store  chain.  The  stock 
is  $16,  and  we  are  looking  at  $20  by  year-end. 

Or  what  about  Budweiser?  Anheuser- 
Busch's  big  problem  has  been  worldwide 
recession,  which  has  slowed  sales  of  beer 
and  snacks.  At  $48  the  stock  is  selling  at  12 
times  1994  earnings.  I  can't  remember 
when  a  company  with  great  management 
and  a  global  franchise  has  been  so  cheap. 
Global  economies  are  expanding  again. 
Our  price  target  for  this  year  is  $65. 

Any  favorite  industries  for  1994? 

We  like  the  energy  sector,  particularly  re- 
finers, natural  gas,  and  oil  field  services.  We 
are  underweighting  integrated  oil  compa- 
2  nies  because  those  stocks 
aren't  cheap.  Stocks  like 
Exxon,  with  their  high 
yields,  behave  almost  like 
utilities.  Our  valuations 
are  based  on  an  oil  price 
of  $15  to  $16  a  barrel. 
Deep  down,  if  you  asked 
me,  I'd  say  oil  will  end  the 
year  closer  to  $20  than 
$12,  but  if  I'm  right,  that  is 
just  fuel  for  the  fire. 

Natural  gas  is  a  growth 
commodity — new  clean 
air  regulations  from  the 
Environmental  Protec- 
tion Agency  guarantee 
growth.  Demand  is  good. 
Because  gas  prices  were 
low  for  a  long  time,  there 
has  not  been  much  drill- 
ing, and  the  U.S.  needs  to 
be  drilled.  That  will  drive 
oil  field  service  stocks  lilce 
Marine  Drilling,  which 
services  drills  in  the  Gulf 
of  Mexico.  Marine  is  a  $5 
stock  that  should  advance  30%  this  year. 

Other  energy  stocks  we  like  include 
Union  Texas  Petroleum  Holdings,  which 
explores  for  and  produces  oil  and  gas.  The 
stock  is  $20  and  should  rise  25%  in  1994. 
Mapco  is  a  conglomerate  that  has  a  natu- 
ral-gas pipeline,  a  refining  arm,  and  coal. 
Insiders  own  10%  of  the  stock.  It  seUs  for 
$61  a  share,  and  we're  looking  for  $75.  □ 
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Consider  This  A 
Performance  Bonus. 


Lease  The  Lincoln  Mark  VIII, 
America's  Best-Selling  Luxury  Coupe.* 


$ 


539 


,  $550 

,  „  $1,000 

First  month's  payment  

 $539 

 $2,089** 

STANDARD  FEATURES 

•  4.6-liter  32-valve 
Four-Cam  V-8  engine 

.  Sequential  multi-port       PER  MONTH,  24-MONTH  LEASE 
electronic  fuel  injection 

•  Dual  air  bags" 

•  Four-wheel  disc  anti-lock 
brakes 

•  Anti-theft  alarm 

•  Dual  Autoglide  front  seats 

•  Six-way  power  driver  and  passenger  seats  with  power  recliner  and 
lumbar  support 

•  Electronic  four-speed  automatic  overdrive  transmission 

•  CFC-free  electronic  automatic  climate  control 
For  more  information,  call  1  800  255-5433. 


LINCOLN 

What  A   Luxury   Car   Should  Be 


'Based  on  total  sales  from  1/01/93-12/30/93.  "Driver  and  right-front  passenger  Supplemental  Restraint  System.  Always  wear  your  safety  beh.  'Lease 
payment  based  on  average  capitalized  cost  of  90.01%  MSRP  for  Mark  VIII  for  24-month  closed-end  Ford  Credit  Red  Carpet  Leases  purchased  in  the 
U.S.  through  Dec.  31,  1993.  Some  payments  higher,  some  lower.  See  dealer  for  payment  and  terms.  Payments  may  be  higher  in  AK,  CT,  ICY,  MA, 
MO,  NC,  RI,  TX  &  WV.  For  special  lease  terms,  take  new  retail  delivery  from  dealer  stock  by  4/05/94.  Lessee  may  have  option  to  buy  vehicle  at 
lease  end  at  a  price  negotiated  with  the  dealer  at  signing.  Lessee  is  responsible  for  excess  wear/tear  and  $.11  per  mile  over  30,000  miles.  Credit 
WW'WmSmi^  approvayinsurability  determined  by  Ford  Credit.  Total  of  monthly  payments  is  $12,936.  **Excludes  tax,  title  and  other  fees.  Optional  wheels  shown 
not  included  in  price. 

LINCOLN-MERCURY  DIVISION  C^J5     BucUe  up-together  we  can  save  lives. 


Network  ^rowtk  is  a  fact  of  life. 

I^rliaps  now  is  a 
dooA  time  to  dis 


■.UK**"  ^ 


our  network  growth  is  so  explosive  and  pervasive,  there's  no  way  on 
earth  you  can  possibly  stop  it.  No  need  to  fret.  Because  at  AST  we  have 
designed  a  series  of  reliable  and  secure  servers  that  can  not  only  handle  the 
growth  you're  struggling  with  today  but  also  handle  growth  you  might  have 
tomorrow.  Or  the  next  day  Or  the  next.  To  begin  with,  there's  the  AST  Premmia™  MTE  — 
a  proven,  powerful,  upgradable,  Intel-based  minitower.  It  comes  equipped  with  up  to  six 
EISA  slots  and  ample  second-level  cache  so  it's  ideal  for  even  the  most  demanding  work- 
group environments.  Next,  there's  the  Premmia  SB  —  a  full-size  tower  with  the  flexibility  to 
handle  larger  environments.  Not  only  is  it  Pentium™  processor 
capable,  but  the  SB  has  eight  EISA  slots  and  eight  "hot  swap' 
drives  that  can  be  replaced  with  no  user  interruption. 
And  finally  there's  the  Manhattan™  SMP  -  a  high- 
availability  symmetrical  multiprocessor 

powerful  enough  to  run  an  entire 
company.  (How  powerful  is  that?  For  starters,  it  supports  up  to 
*     five  Pentium  processors  and  has  16  drive  bays,  64  gigabytes  of 
storage,  a  fault-tolerant  disk  array  and  error  correcting  memory] 
For  more  information  on  how  we  can  help  manage  your  growth  both 
intelligently  and  economically  call  us  at  800-876-4AST  We're  all  ears. 
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AST  NETWORK 
SERVERS 

PREMMIA  MTE 

Minitower  chassis.  Intel  486DX/33 

or  486DX2/ 66  microprocessor 
Pentium^'  processor  upgradalyility. 
Up  to  512KB  second-level  cache. 
Six  EISA  slots,  four  external  and 
two  internal  drive  hays. 

PREMMIA  SE 

Intel  486DX/33  or486DX2/66 
microprocessor.  Pentium  processor 
upgradahility.  300-watt  power  supply. 

Eight  EISA  slots.  Up  to  eight  SCSI 
"hot  swap"  drive  bays  for  quick  hard- 
drive  replacement  without  downtime. 

MANHATTAN  SMP 

Fully  symmetric  multiprocessing 
superservers.  Up  to  five  Intel  Pentium 
microprocessors.  Fault-tolerant  disk 
array  using  RAID.  ECC  memory, 
eight  EISA  and  two  ISA  slots, 
16  drive  bays,  64GB  storage, 
dual  power  supply  available. 

OPEN 

Compatible  with  and  support  for 
Novell  NetWare,  SCO  UNIX, 

Banyan  \'1NES,  Microsoft 
Windoivs/NT,  and  IBM  OS/2. 

RESPONSIVE 

Three-year  on-site  warranty  standard. 
Technical  assistance  24  hoitrs 
a  day,  seven  days  a  week. 


For  more  information,  call 

800-876-4AST 


For  a  brochure  via  fax,  call 

800-926-lAST 
Request  document  #52444. 


The  Intel  Inside  logo  is  a  registered  trademark  and  Pentium  is  a  trademark  of  Intel  Corporation.  All  other  trademarks  are  the  property  of  their  respective  owners. 


I  O  ALL  generally  well-informed 
business  people,  a  few  words  of 
semicomfort  about  financial  de- 
rivatives: First,  if  you  don't  real- 
ly understand  what  these  are, 
don't  fret.  Most  of  your  col- 
leagues, top  brass  included,  are  equally  baf- 
fled. Second,  if  ten  years  from  now — despite 
periodic  booster  shots  from  articles  like  this 
one — you  still  can't  keep  these  things  in  fo- 
cus, then  cheer!  That  will  mean  derivatives 
have  not  been  forcibly  brought  to  your  atten- 
tion by  bad,  bad  news,  in  which  they  make 
headlines  as  a  villain,  or  even  the  villain,  in 
some  financial  crisis  that  sweeps  the  world. 

That  possibility  must  be  entertained  be- 
cause derivatives  have  grown  with  stunning 
speed  into  an  enormous,  pervasive,  and  con- 
troversial financial  force.  Derivatives  are  con- 
tracts whose  value  is  derived — the  key  word — 


from,  the  value  of  some  underlying  asset,  such 
as  currencies,  equities,  or  commodities;  from 
an  indicator  like  interest  rates;  or  from  a  stock- 
market  or  other  index.  The  derivative  instru- 
ments that  result — ^variously  called  swaps, 
forwards,  futures,  puts,  calls,  swaptions,  caps, 
floors,  collars,  captions,  floortions,  spread- 
tions,  look-backs,  and  other  neverland  names 
— keep  bursting  into  the  news,  as  they  did  re- 
cently when  the  Federal  Reserve  raised  inter- 
est rates  and  share  prices  sank,  costing  some 
traders  of  derivatives  huge  amounts  that  in 
some  cases  surely  ran  into  many  millions.  De- 
rivative contracts  also  produce  amazing  statis- 
tics: growth  rates,  for  example,  of  40%  a  year. 
"These  things,"  says  one  Wall  Streeter,  "are 
metastasizing."  They  demand  superlatives,  are 
measured  in  trillions  of  dollars,  are  quintes- 
sentially  global,  and  are  positioned  on  what 
wags  call  "the  bleeding  edge  of  technology" 


Derivatives  are  fixtures  by  now  in  thou- 
sands of  corporations,  but  you  need  a  playbill 
to  figure  out  the  cast.  The  lead  actors,  small 
in  number,  are  derivatives  dealers:  the  big 
commercial  banks,  the  major  securities  firms, 
plus  an  occasional  outlander  from  insurance. 
For  these  players,  derivatives  have  become 
an  imposing  source  of  profits,  earned  largely 
on  the  fastest-growing,  most  controversial 
instruments  of  all:  customized,  over-the- 
counter  contracts  written  between  a  dealer 
and  another  party  A  Citicorp  executive  goes 
so  far  as  to  call  derivatives  "the  basic  banking 
business  of  the  1990s." 

The  remaining  roles  in  derivatives  are 
played  by  the  end  users,  who  include  the 
dealers  themselves  and  just  about  anybody 
else  capable  of  taking  the  other  side  of  those 
contracts — smaller  banks,  industrial  compa- 
nies, insurers  and  other  financial  services 
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firms,  pension  funds,  governm^iiuil  Limb 
such  as  municipalities.  Tliese  "counter- 
parties" to  the  contracts  customarily  use 
them  to  hedge  some  business  risk  they  don't 
want  to  bear,  such  as  a  jump  in  interest  rates 
or  a  fall  in  the  value  of  a  currency 

But  transferring  such  a  risk  doesn't  wipe 
it  away  The  risk  simply  gets  passed  by  the 
initial  contract  to  a  dealer,  who  in  turn  may 
hedge  it  by  a  separate  contract  with  still  an- 
other dealer,  who  for  his  part  may  haul  in 
yet  another  dealer  or  maybe  a  speculator 
who  wants  the  risk.  In  the  words  of  Rodgers 
and  Hammerstein's  King  of  Siam:  "et  cet- 
era, et  cetera,  et  cetera."  What  results  is  a 
tightly  wound  market  of  many,  many  inter- 
connections— global  interconnections — 
that  is  altogether  quite  different  from  any- 
thing that  has  ever  existed  before. 

Most  chillingly,  derivatives  hold  the  possi- 


bihi)  of  s)sicnuc  lisk  the  danger  that  these 
contracts  might  directly  or  indirectly  cause 
some  localized  or  particularized  trouble  in 
the  financial  markets  to  spread  uncontrolla- 
bly An  imaginable  scenario  is  some  deep  cri- 
sis at  a  major  dealer  that  would  cause  it  to 
default  on  its  contracts  and  be  the  instigator 
of  a  chain  reaction  bringing  down  other  insti- 
tutions and  sending  paroxysms  of  fear 
through  a  financial  market  that  lives  on  the 
expectation  of  prompt  payments.  Inevitably, 
that  would  put  deposit-insurance  funds,  and 
the  taxpayers  behind  them,  at  risk. 

This  threat,  even  if  judged  remote,  is  part 
of  the  conundrum  that  derivatives  pose  for 
regulators.  Every  regulatory  speech  on  deriv- 
atives takes  a  bow  to  their  hedging  "bene- 
fits." Less  publicly,  regulators  pay  their 
respects  to  derivative  profits,  a  blessed  relief 
from  the  banks'  troubled  loans  to  less-devel- 


oped countries,  highly  leveraged  companies, 
and  real  estate  swingers.  For  U.S.  regulators, 
an  added  satisfaction  is  knowing  that  Ameri- 
can commercial  banks  are  the  worldwide 
leaders  in  this  business. 

Yet  these  things  are  regulatory  niglit- 
mares.  They  are  "off  balance-sheet"  instru- 
ments whose  mere  existence,  leaving  aside 
their  complexities,  obscures  what's  going  on 
at  the  store.  They  make  leverage  all  too  easy 
to  come  by  Concocted  in  unstoppable  varia- 
tion by  rocket  scientists  who  rattle  on  about 
delta,  gamma,  rho,  theta,  and  vega,  they 
make  total  hash  out  of  existing  accounting 
rules  and  even  laws.  Tellingly,  the  laws  of 
many  countries  have  considered  some  deriv- 
ative contracts  to  be  gambling  bets,  in  the 
sense  that  the  outcome  of  the  transaction  is 
not  under  the  control  of  either  party  to  it.' 

Derivatives  have  the  aspect  of  a  big,  l  aw- 
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boned  teenager  of  tremendous  strength  who 
has  grown  up  in  a  household  that  had  neither 
the  time  nor  the  skill  to  formulate  rules  for 
his  behavior  and  that  now  senses  he  just 
might  be  capable  of  gross  misconduct.  You 
can't  exactly  manhandle  a  kid  like  that.  For 
one  thing,  he  might  pick  up  his  marbles  and 
set  up  shop  in  some  well-furnished  telephone 
booth  overseas.  So  regulators  have  circled 
derivatives  uneasily,  not  sure  of  what  to  do 
about  them,  except  to  worry 

The  new  worriers  include  Congressman 
James  A.  Leach,  51,  of  Iowa,  who  calls  deriva- 
tives the  "wild  card"  in  international  finance. 
The  ranking  Republican  on  the  House  Bank- 
ing Committee,  Leach  has  just  introduced  a 
bill  that  proposes  a  new  Federal  Derivatives 
Commission,  whose  authority  over  these 
products  would  be  extensive. 

The  old  worriers  include  Gerald  Corrigan, 
52,  who  was  until  recently  president  of  the 
Federal  Reserve  Bank  of  New  York  and  who 
has  just  become  a  top-level  in- 
ternational executive  at  Gold- 
man Sachs,  itself  a  large  deriva- 
tives dealer.  Two  years  ago  the 
formidable  Corrigan — given  to 
mumbling,  but  not  on  this  occa- 
sion— set  off  an  industry  com- 
motion by  sternly  asking  a 
ballroom  of  bankers  whether 
derivatives  might  not  be  intro- 
ducing new  elements  of  risk  and 
distortion  into  the  financial  sys- 
tem. To  bank  managements,  he 
said,  "I  hope  this  sounds  like  a 
warning,  because  it  is." 

This  January,  talking  to  For- 
tune, Corrigan  praised  the 
steps  that  major  financial  insti- 
tutions have  since  taken  inter- 
nally to  tighten  their  risk- 
management  systems — the 
controls  of  this  business.  He 
commended  the  work  of  the 
Washington  think  tank  called 
the  Group  of  30,  which  last  year 
asked  dealers  and  end  users  to 
strengthen  their  controls  fur- 
ther. And  he  made  the  custom- 
ary salaam  to  the  "benefits"  of 
derivatives,  presenting  a  case 
that  the  vast  array  of  hedges  set 
up  in  the  world  has  reduced  the 
possibility  of  financial  crises. 

Nonetheless,  Corrigan  said 
he  probably  would  do  no  more 
today  than  slightly  tone  down 
his  warning  of  two  years  ago. 
There's  that  growth  to  worry 


about,  he  said,  and  a  string  of  risks.  Included 
in  his  recital  of  these  was  the  thought  that 
some  shock — as  extraneous  even  as  a  coup  in 
Russia  or  a  natural  disaster — might  indeed 
cause  what  he  calls  "payment  gridlock"  in  the 
market. 

Regulators  can  handle  almost  any  prob- 
lem, Corrigan  said,  if  they  can  wall  off  a  trou- 
bled financial  institution  from  the  rest  of  the 
world.  Derivatives,  because  of  all  their  inter- 
connections, have  made  that  job  tougher. 
Moreover,  the  interconnections  frequently 
lead  to  securities  firms  and  other  nonbanks, 
to  which  government  safety  nets  might  have 
to  be  extended  if  the  banking  establishment  is 
to  be  protected.  Without  precisely  conceding 
that  point,  Corrigan  says  that  "for  these  pur- 
poses, the  distinction  between  banks  and 
nonbanks  is  hardly  relevant.  If  something 
bad  happens,  everybody's  just  got  to  do  the 
right  thing." 

The  big  dealers  seem  inconsistent  on  the 


— 


'  Forward:  a  contract  obligating  one  party  to  buy,  and  the  other 
to  sell,  a  specific  asset  for  a  fixed  price  at  a  future  date. 

Future:  a  forward  contract  traded  on  an  exchange. 

n  Swap:  An  agreement  by  two  parties  to  exchange  a  series  of  cash 
flows  in  the  future,  as,  for  example,  fixed  interest  rate  payments 
for  floating-rate  payments. 

Call:  An  option  giving  the  holder  the  right,  but  not  the  obligation, 
to  buy  a  specific  quantity  of  an  asset  for  a  fixed  price  during  a  specific 
period. 

I  Put:  An  option  giving  the  holder  the  right,  but  not  the  obligation, 
to  sell  a  specific  quantity  of  an  asset  for  a  fixed  price  during  a 
specific  period. 

Underlying:  The  asset,  reference  rate,  or  index  whose  price 
movement  determines  the  value  of  the  derivative. 


■ 


Cap:  a  contract  that  protects  the  holder  from  a  rise  in  interest 
rates  or  some  other  underlying  beyond  a  certain  point. 

n  Floor:  a  contract  that  protects  the  holder  against  a  decline  in 
prices  below  a  certain  point. 

SWAPTION:  An  option  giving  the  holder  the  right  to  enter  into  or 
cancel  a  swap  at  a  future  date. 

Delta:  The  rate  at  which  the  price  of  an  option  changes  in  response 
to  a  move  in  the  price  of  the  underlying.  If  an  option's  delta  is  0.5 
(out  of  a  maximum  of  1),  a  $2  move  in  the  price  of  the  underlying 
will  produce  a  $1  move  in  the  option. 

Gamma:  The  rate  at  which  delta  moves  up  or  down  in  response  to 
changes  in  the  price  of  the  underlying. 

RHO:  The  rate  at  which  the  price  of  an  option  changes  in  response 
to  a  given  move  in  interest  rates. 

ThETA:  The  rate  at  which  the  price  of  an  option  changes  because  of 
the  passage  of  time.  Also  known  as  "time  decay" 

Vega:  The  rate  at  which  the  price  of  an  option  changes  because 
of  a  change  in  the  volatility  of  the  underlying. 


subject  of  deep  trouble.  When  they  have 
talked  to  regulators  who  have  subsequently 
reported  their  comments  in  official  studies, 
some  dealers  have  expressed  concern  about 
systemic  risk.  They  have  focused,  in  particu- 
lar, on  the  buildup  of  linkages  in  the  business 
and  the  speed  with  which  reports  of  trouble 
whip  through  the  market  and  affect  prices. 

Publicly,  most  dealers  claim  the  talk  of  a 
meltdown  to  be  greatly  overblown,  partly  be- 
cause they  believe  each  institution  in  this 
business  to  be  diligently  doing  the  right  thing 
by  intensely  monitoring  its  own  risks.  Says 
Mark  Brickell,  one  of  J.R  Morgan's  deriva- 
tives experts:  "It's  in  our  own  self-interest  to 
make  sure  that  no  big  problems  develop." 
That  is  certainly  true:  A  derivatives  disaster 
would  not  only  crumple  the  dealers'  bottom 
lines  but  assuredly  bring  on  new  regulation 
the  industry  would  detest.  Consequently,  as 
Corrigan  indicates,  many  dealers  have 
worked  incessantly  to  perfect  their  risk-man- 
agement systems,  have  sprung 
for  the  high-tech  equipment 
that  makes  the  systems  possi- 
ble, and  have  worked  for  laws 
that  will  distinguish  derivatives 
from  Lotto. 

Unfortunately,  the  very  need 
for  these  efforts  impresses  on 
an  outsider  just  how  much  risk 
there  is  to  be  contained  and 
how  difficult  the  job  is.  And  his- 
tory is  not  entirely  reassuring. 
In  the  1987  stock  market  crash, 
according  to  the  conclusions  of 
the  official  Brady  report,  colos- 
sal sales  of  stock  index  futures 
by  so-called  portfolio  insurers 
— whose  investment  strategies 
depended  entirely  on  these  de- 
rivatives— greatly  exacerbated 
the  500-point  market  decline. 
On  the  other  hand,  when  two 
derivatives  dealers,  Bank  of 
New  England  and  Drexel 
Burnham,  later  failed,  the  dam- 
age was  successfully  walled  off. 

But  in  "notional  value," 
which  means  principal  and  is 
the  flawed  but  standard  way  by 
which  a  derivatives  business  is 
measured,  these  companies 
were  also-rans.  Each  had  only 
about  $30  billion  of  contracts 
outstanding  when  the  guillo- 
tine fell.  The  derivatives  indus- 
try has  not  been  tested  by  ^ 
giant  failure,  as  it  would  have 
been,  for  example,  if  the  serious 
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liquidity  problems  affecting 
Salomon  Brothers  at  the  time 
of  its  Treasury  bond  scandal  in 
1991  had  pushed  that  firm  over 
the  edge.  Salomon  had  more 
than  $600  billion  in  derivative 
contracts  on  its  books.  Even  so, 
it  is  itself  an  also-ran  in  deriva- 
tives. Chemical  Bank,  the 
world's  titular  leader,  is  up  to 
about  $2.5  trillion.  Fact  is,  no- 
body knows  how  this  powerful, 
interlocked  business — this  ge- 
nie out  of  a  bottle,  as  everybody 
calls  it — ^would  come  through  a 
really  severe  crisis. 

Here's  how  derivatives  de- 
rive their  value — and  their 
risk.  Say  you  don't  buy  Gen- 
eral Electric  stock,  but  in- 
stead buy  a  call  on  GE,  an 
option  entitling  you  to  buy 
GE  for  a  specified  time  at  a 
specified  price.  From  then  on  ' 
the  value  of  your  call — ^your 
derivative — is  going  to  be  de- 
termined by  what  happens  to 
the  price  of  GE  stock,  which  in  trading  lin- 
go is  known  as  "the  underlying."  The  cost 
of  the  call,  or  the  premium,  will  be  relative- 
ly small  and  give  you  great  leverage  if  the 
stock  does  well.  But  if  the  stock  loafs  or 
falls,  the  call  could  be  worthless. 

PTIONS,  such  as  that  call, 
are  one  of  the  two  basic  kinds 
of  derivatives.  The  other  is 
forwards,  which  can  be  illus- 
trated in  terms  of  a  U.  S .  com- 
pany planning  to  build  a 
French  plant,  for  which  it  expects  to  need 
$20  million  in  French  francs  six  months  from 
now.  Wanting  to  nail  down  its  cost  today — 
wanting,  in  other  words,  to  hedge  against  a 
rise  in  the  price  of  francs — the  company 
promptly  contracts  with  a  bank  to  buy  $20 
million  in  francs  six  months  forward  at  a 
price  negotiated  now. 

That  contract  will  turn  out  to  have  been 
good  value  for  the  company  if  the  franc 
thereafter  jumps  in  price,  but  will  be  a  loser 
if  the  franc's  price  falls.  Whatever  the  com- 
pany makes  on  the  contract,  the  bank  will 
lose — and  vice  versa.  The  mathematics  work 
out  that  way  because  derivatives  are  a  zero- 
sum  game.  On  the  other  hand,  you  can  argue 
that  the  certainty  of  knowing  what  its  francs 
will  cost  provides  the  company  with  a  gain 
not  mathematically  measurable. 
The  meat  and  potatoes  of  the  derivatives 


business  is  a  kind  of  forward  contract  called 
a  swap,  which  we  will  explain  by  momentari- 
ly benching  the  dealer  community.  Instead, 
imagine  two  homeowners,  each  holding  a 
mortgage  not  entirely  to  his  satisfaction. 
Joe's  mortgage,  whose  principal  value  is 
$100,000,  has  a  fixed  8%  rate.  Chuck's  mort- 
gage, also  $100,000,  has  a  floating  rate,  tied 
to  Treasury  bills  and  currently  costing  him 
8%  as  well.  But  Chuck  worries  that  interest 
rates  are  going  to  go  up.  Joe  thinks  they 
could  go  down. 

So  they  "swap"  their  interest  positions 
(that  is,  swap  floating  for  fixed),  agreeing  to 
settle  up  between  themselves  every  quarter, 
depending  on  what  interest  rates  have  done 
in  the  meantime.  In  effect,  the  deal  sets  up  a 
series  of  forward  contracts,  each  covering  a 
quarter.  Chuck  must  pay  money  to  Joe  if 
interest  rates  go  down,  and  Joe  must  pay  ofi: 
if  they  go  up.  Even  if  Chuck  emerges  the 
loser,  he  has  eased  his  mind  by  putting  a  cap 
of  8%  on  the  interest  rate  he  will  have  to  pay. 

Of  course,  Joe  and  Chuck  have  each  ac- 
quired a  new  concern:  For  the  duration  of 
this  deal,  which  could  be  years,  will  the  guy 
on  the  other  side  of  the  contract  be  good  for 
whatever  he  turns  out  to  owe,  if  anything? 
This  is  credit  risk,  and  it  is  a  central  issue  for 
the  dealers  and  end  users  who  enter  into 
contracts.  The  character  of  securities  firms, 
normally  short-term  transactors,  is  actually 
being  transformed  by  derivatives,  which  put 


them  for  the  first  time  into  the 
business  of  extending  long- 
term  credit.  That  means  they 
are  beginning  to  look  more 
like  commercial  banks,  which, 
of  course,  assume  credit  risk 
every  time  they  make  a  loan. 
But  loans  are  for  a  finite 
amount.  What's  owed  on  a  de- 
rivative expands  and  contracts 
as  market  prices  move.  In  the 
Joe/Chuck  example,  volatility 
in  interest  rates  could  cause 
one  side  to  end  up  owing  the 
other  a  bundle. 

In  that  deal  also,  the 
$100,000— that's  the  notional 
value — sei-ves  only  as  the  ref- 
erence amount  against  which 
the  interest  rates  are  figured. 
But  notionals  are  just  about 
the  only  way  to  measure  the 
size  of  the  derivatives  busi- 
ness. So  notional  values  go 
into  the  adding  machine  and 
out  comes  trillions.  Counting 
everything,  including  both  de- 
rivatives traded  on  the  futures  and  options 
exchanges  and  over-the-counter  (OTC)  de- 
rivatives, the  notional  value  of  derivative 
contracts  outstanding  is  today  an  estimated 
$16  trillion.  Thatleaves  the  GDP  of  the  U.S., 
at  around  $6.4  trillion,  in  the  dust. 

Multinational  companies  have  been  en- 
tering into  currency  contracts  for  many  dec- 
ades, and  futures  and  options  trading  on 
exchanges  has  been  hot  stufl"  for  more  than 
ten  years.  But  what  have  really  been  burning 
up  the  track  are  OTC  derivatives,  the  tailor- 
made  contracts  whose  dazzling  growth  be- 
gan in  the  mid-1980s  and  which  are  now  up 
to  an  estimated  $10  trillion  in  notional  val- 
ue. These  are  the  derivatives  that  are  mak- 
ing the  business  so  complex  and  difficult  for 
regulators  to  get  their  arms  around. 

The  derivatives  portfolio  of  a  given  OTC 
dealer — its  book — still  includes  many  plain- 
vanilla  swaps,  in  which  the  bank  and  an  end 
user  will  have  exchanged  floating  for  fixed 
and  be  dealing  entirely  in  U.S.  dollars.  But 
these  players  are  way  beyond  that  point  in 
many  contracts  and,  like  the  spacecraft  Gali- 
leo, are  still  heading  for  Jupiter. 

Asked  recently  to  give  an  example  of  a  com- 
plicated swap,  Peter  Hancock,  head  of  deriva- 
tives at  J.P.  Morgan,  edged  into  the  language 
of  trading:  "It  would  be  something,"  he  said, 
"in  which  you  get  beyond  binary  risk  and  into 
a  combination  of  risks,  such  as  interest  rates 
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and  currencies.  Or  take  an  oil  company,  wliicli 
lias  risks  of  oil  prices  dropping  and  interest 
rates  rising.  To  hedge,  it  could  buy  an  oil  price 
floor  and  an  interest  rate  cap."  But  maybe, 
said  Hancock,  the  company  would  like  some- 
thing a  little  cheaper:  "In  that  case,  we  could 
do  a  contract  that  would  pay  out  only  if  oil 
prices  are  low  and  interest  rates  are  high  at  the 
same  time." 

Hancock  then  moved  closer  to  Jupiter.  He 
postulated  the  case  of  a  German  bank  whose 
loans  have  been  made  almost  entirely  to  Ger- 
man companies  and  a  Texas  bank  whose 
loans  are  almost  totally  Texan.  "What  you'd 
like  to  do,"  he  said,  "is  figure  out  a  way  they 


can  diversify  by  swapping  exposures,  with  the 
German  bank  taking  over  some  of  the  Texas 
risk  and  vice  versa."  And  what's  preventing 
this  kind  of  deal  from  happening?  Says  Han- 
cock: "Well,  what  you  lack  are  good  underly- 
ings,  which  would  be  an  index  of  credit  losses 
in  Texas  and  another  for  Germany.  Those 
kinds  of  indices  are  in  their  infancy." 

Eugene  H.  Rotberg,  a  Washington  lawyer 
who  has  held  high-level  jobs  at  the  World 
Bank,  the  Securities  and  Exchange  Commis- 
sion, and  Merrill  Lynch,  illustrates  how  con- 
voluted the  business  has  become  for  dealers 
by  quoting  a  descriptive  passage  from  Risk,  a 
British  magazine:  "  'On  the  risk-manage- 


■  Lists  of  the  largest  dealers  in  swaps 
or  other  species  of  derivatives  are 
common.  But  to  Fortune's  knowl- 
edge, this  is  the  first  that  totals  all  the 
derivatives  contracts  of  each  dealer 
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and  presents  a  worldwide  ranking  by 
"notional"  values  (that  is,  principal 
amount).  Even  so,  the  list  may  not  be 
comprehensive:  German  banks  and 
most  Japanese  banks  (other  than 
Mitsubishi,  No.  8)  disclose  no  data 
about  derivatives.  Nor  could  we  get 
up-to-date  information  in  all  cases, 
which  is  why  the  reporting  date  for 
each  dealer  is  noted. 

Banks  are  much  bigger  forces  in  this 
business  than  securities  firms.  Chemi- 
cal, not  usually  thought  of  as  a  deriva- 
tives powerhouse,  heads  the  list  partly 
because  it  is  a  leader  in  short-term 
contracts  done  with  other  banks. 
Bankers  Trust  and  J.P.  Morgan  have 
the  big  reputations  overall  in  this  busi- 
ness, and  Citicorp  is  known  for  cur- 
rency contracts.  Among  international 
dealers,  the  Swiss  banks  and  the 
French — Credit  Lyonnais,  Indosuez, 
Societe  Generale,  and  Paribas — are 
particularly  prominent.  The  biggest 
securities  firm  on  our  list  is  Salomon, 
which  ranks  12th. 

The  worldwide  total  of  derivative 
contracts  is  estimated  to  be  about  $16 
trillion.  But  the  figures  in  this  list  ex- 
ceed that  amount  because  of  double 
counting.  If  Chemical  enters  into  a 
contract  with  Bankers  Trust,  the  con- 
tract's notional  amount  shows  up  in 
the  total  of  each  bank.  But  when  in- 
dustry figures  are  compiled  by  trade 
associations  and  regulators,  this  dou- 
ble counting  is  eliminated  because 
the  data  assemblers  have  access  to 
the  information  needed  to  do  that. 


ment  side  the  bank  runs  five  separate  books; 
a  spread  book,  a  volatility  book,  a  basis  book, 
a  yield-curve  book,  and  a  directional  book. 
The  spread  book  trades  swap  spreads  using 
Treasuries  to  hedge  medium-  to  long-dated 
swaps  and  a  combination  of  futures  and  Trea- 
suries for  the  short  term.  The  volatility  book 
makes  markets  in  caps,  floors,  and  swaptions 
as  well  as  captions,  floortions,  and  spread- 
tions.  The  basis  book  deals  with  the  spread 
between  difl:erent  floating-rate  indices,  such 
as  prime  and  commercial  paper  vs.  LIBOR. 
The  last  two  books  are  structured  to  arbi- 
trage changes  in  the  steepness  of  the  curve  as 
well  as  overall  movements  in  interest  rates.' 

"I  doubt,"  adds  Rotberg,  "that  the  CEO  of 
that  bank  was  equipped  to  supervise  that 
operation." 

liT  REGULATORS  are  ada- 
mantly insisting  these  days  that 
CEOs,  and  their  boards,  do  un- 
derstand what  is  going  on  in  the 
derivatives  operations  beneath 
them.  The  Office  of  the  Comp- 
troller of  the  Currency  issued  26  pages  of 
guidelines  last  October  as  to  how  national 
banks  should  manage  the  risks  of  their  deriva- 
tives business  and  specifically  mentioned 
more  than  a  dozen  times  how  responsibilities 
for  these  fall  on  the  banks'  boards.  This  warn- 
ing is  no  more  than  a  reprise  of  past  efforts  by 
regulators  to  make  directors  understand 
they're  on  the  line  for  the  deeds  of  their  banks. 
But  comprehending  derivatives  may  be  the 
ultimate  burden  for  a  director.  Says  Michael 
M.  Wiseman,  a  banking  partner  at  New  York 
law  firm  Sullivan  &  Cromwell:  "It's  just  one 
more  reason  why  no  one  in  his  right  mind 
wants  to  be  on  a  bank  board." 

As  for  CEOs,  they  obviously  vary  in  coping 
ability.  At  one  end  of  the  range  would  be 
Charles  Sanford,  of  Bankers  Trust,  and  Den- 
nis Weatherstone,  of  J.R  Morgan,  both  ex- 
perts because  they  came  up  through  trading. 
Close  to  the  other  end  would  be  the  CEO  of  a 
large  U.S.  regional  bank,  both  a  dealer  and 
end  user  of  derivatives,  who  recently  begged 
off  answering  a  fairly  rudimentary  question 
about  his  bank's  derivatives  portfolio.  Said 
he:  "I  am  rapidly  sinking  over  my  head." 

It  is  certain  that  this  floundering  CEO 
could  not  have  learned  much  about  his  bank's 
derivatives  portfolio  by  consulting  his  own 
annual  report.  Disclosure  is  abysmal  in  U.S. 
annual  reports  and  virtually  nonexistent  in 
countries  like  Japan  and  Germany.  The  con- 
ventional holding  pen  for  derivatives  in  the 
U.S.  is  a  footnote  to  the  financial  statements 
called  "off-balance-sheet  financial  instru- 
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ments."  It  is  usually  densely  packed  but  un- 
communicative. Although  companies  could 
clearly  do  better,  the  difficulty  of  explaining  a 
derivatives  operation  is  profound. 

HE  POINT  has  been  driven 
home  recently  by  the  painful 
and  peculiar  odyssey  of  Banc 
One,  eighth-largest  U.S.  bank- 
ing company,  avaricious  ac- 
quirer, and — normally — stock 
market  star.  Banc  One,  strictly  an  end  user 
of  derivatives  to  hedge  business  risk,  not  a 
dealer,  spent  last  year  trying  to  explain  to  the 
world  what  it  was  doing  with  swaps,  and  just 
why  these  things  were  contributing  so  much 
to  profits.  Out  of  $1.2  billion  in  pretax  prof- 
its in  1992,  swaps  contributed  an  extraordi- 
nary $318  million. 

But  only  an  experienced  bank  analyst 
could  have  understood  what  Banc  One  had 
to  say  about  this  phenomenon,  and  some  of 
them  disliked  this  high-tech  faucet  spewing 
out  profits.  In  April,  Banc  One's  stock  began 
to  drift  down,  which  is  woe  for  this  company 
that  constantly  uses  its  shares  to  acquire  oth- 
er banks.  Still  later,  the  SEC  began  to  put 
pressure  on  Banc  One  to  improve  its  disclo- 
sure about  derivatives.  So  in  its 
third-quarter  10-Q  report 
filed  with  the  commission,  the 
company  had  an  elaborate 
new  page  of  explanation. 

Peter  Lincoln,  an  investment 
vice  president  of  United  States 
Steel  and  Carnegie  Pension 
Fund,  which  owns  about  $50 
million  of  Banc  One  stock,  has 
had  33  years  of  Wall  Street  ex- 
perience. But  he  says  he  gained 
very  little  from  the  10-Q  expla- 
nation. By  that  time,  though. 
Banc  One  was  dispatching  its 
cavalry.  In  early  December  a 
large  delegation,  headed  by 
CEO  John  B.  McCoy,  held 
meetings  in  New  York  and  Bos- 
ton for  analysts  and  the  press  to 
discuss  this  one  subject.  Lin- 
coln, among  the  260  or  so  who 
packed  the  New  York  gather- 
ing, said  it  did  the  job.  "Of 
course,"  he  added,  "it  took 
from  9  o'clock  to  3  o'clock." 

The  brief  explanation  is  this: 
Traditionally,  banks  have  met  a 
slump  in  loan  demand  by  mov- 
ing their  spare  cash  into  invest- 
ments. Since  these  provide 
lower  profit  margins  than 


loans,  banks  have  also  often  leveraged  them- 
selves up  during  such  periods,  borrowing  so 
that  they  could  build  the  size  of  their  invest- 
ment portfolios  and  thus  keep  earnings  up 
during  the  slow  spell  for  loans. 

Banc  One's  strategy  in  the  past  few  years 
has  instead  been  mainly  to  do  swaps  in  which 
the  bank  receives  fixed  interest  rates  and  pays 
floating  rates.  The  notional  amounts  of  the 
swaps  are  very  large:  $23  billion  as  of  last  Sep- 
tember, onto  which  Banc  One  had  then  piled 
$  15  biUion  worth  of  various  other  derivatives, 
for  a  total  of  $38  billion.  The  bank  chose  to 
"receive  fixed  and  pay  floating"  because  it 
expected  rates  to  go  down.  This  "bet" — a 
word  used  by  Banc  One  at  the  meeting — 
worked,  which  means  the  company  was  the 
winner  in  its  zero-sum  swaps  with  the  dealers. 

Along  the  way.  Banc  One  leveraged  itself 
up  without  its  showing.  A  swap  contract  obvi- 
ously has  risks.  But  when  a  contract  is  born, 
absolutely  nothing  goes  on  the  balance  sheet 
of  either  counterparty.  Only  thereafter,  as 
the  swap  creates  receivables  and  payables, 
does  anything  move  onto  the  balance  sheet. 
In  contrast,  had  Banc  One  borrowed  and 
bought  securities,  as  banks  traditionally  have 
done,  the  balance  sheet  immediately  would 


have  expanded.  The  bank's  "leverage  ra- 
tio"— the  relationship  of  its  equity  capital  to 
its  assets — ^would  consequently  have  fallen,  a 
result  regulators  don't  care  for. 

In  effect.  Banc  One  has  created  a  synthetic 
bank  that  does  swaps  and  that  helps  the  real 
bank  through  slow  periods.  Investors  could 
see  that  as  the  latest  example  of  the  adept 
management  for  which  Banc  One  is  re- 
nowned. Or  they  could  see  it  as  financial  en- 
gineering that  doesn't  have  much  to  do  with 
banking.  Why  couldn't,  say.  Toys  "R"  Us  do 
the  same  thing  in  a  slump?  Or  Merck,  now 
that  times  are  tough?  These  questions  sug- 
gest why  some  bank  analysts  are  still  not  hap- 
py with  the  quality  of  Banc  One's  earnings. 
The  stock  was  recently  down  about  25%  from 
its  high  last  April. 

The  trick  for  an  end  user  of  derivatives  is 
plainly  to  be  on  the  right  side  of  the  bet.  "This 
is  an  art,"  says  Richard  D.  Lodge,  the  Banc 
One  executive  who  runs  the  synthetic  bank. 
Another  master  on  this  canvas:  speculator 
and  hedge  fund  operator  George  Soros,  who 
in  the  fall  of  1992,  when  many  European  cur- 
rencies crumbled  in  value,  made  a  reported 
$1  billion  by  using  currency  derivatives  and 
other  tools  to  short  the  market,  Alas,  the  gov- 
ernment of  Malaysia  went  long 
about  the  same  time,  and  lost 
nearly  four  times  that  much — 
that's  right,  almost  $4  billion. 

Currently  the  cause  celebre 
in  the  wrongheaded  depart- 
ment is  Metallgesellschaft,  a 
metals,  mining,  and  industrial 
company  whose  $15  billion  in 
sales  make  it  Germany's  14th- 
largest  industrial  corporation. 
For  its  1993  fiscal  year,  ended 
last  September,  the  company 
reported  a  preliminary  loss  of 
about  $200  million.  But  that 
was  before  calamitous  news 
spurted  from  one  of  Metallge- 
sellschaft's  251  subsidiaries, 
MG  Corp.,  a  U.S.  marketing 
organization  and  part  owner  of 
a  U.S.  oil  refiner.  The  subsid- 
iary had  been  playing  in  deriva- 
tives, where  it  has  so  far 
reported  nearly  $500  million  in 
losses  and  may  lose  perhaps 
another  $800  million. 

MG  took  a  couple  of  years 
to  dig  its  hole.  In  Part  1  of  this 
affair,  it  entered  into  long- 
term,  fixed-price  contracts 
(which  are  not  derivatives)  to 
supply  oil  products  to  gasoline 
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stations  and  other  users.  In 
Part  2,  it  negotiated  other  long- 
term  contracts  to  buy  oil,  so 
that  it  would  have  product  to 
deliver  against  Part  I's  con- 
tracts. But  for  whatever  reason, 
it  did  not  line  up  100%  of  ii- 
requirements.  So  it  was  left 
bare  on  some  of  its  sup]il> 
agreements,  a  situation  expos- 
ing it  to ,  fluctuations  in  the 
price  of  oil. 

In  Part  3,  therefore,  it  put  on 
a  pseudo-hedge,  employing 
tons  of  leverage,  buying  quanti- 
ties of  oil  derivative  contrails 
on  the  futures  exchanges  and 
from  OTC  dealers.  The  idea 
was  that  rising  oil  prices,  if 
these  came,  would  boost  the 
value  of  the  derivatives,  creat- 
ing profits  to  offset  losses  M(  i 
would  then  realize  from  havi  ng 
to  buy  high-priced  oil  to  satisfy 
its  long-term  contracts.  The  la 
tal  defect  in  this  plan  was  that 
the  derivative  contracts  weic 
short  term  and  not  a  true  hedge  against  the 
long-term  supply  contracts.  In  trading  terms, 
MG  had  a  hedging  "mismatch,"  in  which  it 
was  vulnerable  to  a  widening  of  the  spread 
between  the  long-  and  short-term  prices  of 
oil.  The  mismatch  turned  this  supposed  end 
user  into  a  speculator  on  the  oil  spread. 

Whereupon  the  spread  did  widen,  by 
means  of  a  collapse  in  the  short-term  price 
last  fall.  MG's  derivatives  turned  into  dread- 
ful losers.  In  December,  as  the  truth  began  to 
emerge,  Metallgesellschaft's  flamboyant 
CEO,  Heinz  Schimmelbusch,  49,  was  fired. 
He  is  now  under  criminal  investigation  for 
fraud  and  breach  of  trust.  (Schimmelbusch's 
only  comment:  "I  always  informed  the  super- 
visory board  to  the  best  of  my  knowledge, 
based  on  the  information  available  to  me  at 
the  time.") 

Two  banks  that  are  both  owners  and  cred- 
itors of  the  company,  Deutsche  Bank  and 
Dresdner  Bank,  then  muscled  the  other 
creditors  into  what  is  being  called  the  "big- 
gest rescue  operation  since  Dunkirk."  Alto- 
gether, Metallgesellschaft's  creditors,  most 
of  whom  were  shocked  to  find  they'd  been 
lending  to  an  energy  derivatives  speculator, 
are  putting  in  a  colossal  $2  billion.  In  addi- 
tion, divisions  of  the  company  will  be  sold 
and  about  7,500  out  of  46,000  employees  will 
lose  their  jobs.  So  it  goes  with  the  benefits  of 
derivatives. 

If  end  users  sometimes  get  boiled  in  oil  or 


other  trading  hot  tubs,  the  big  dealers  seem 
to  paddle  along  extremely  well.  True,  some  of 
the  evidence  is  circumstantial.  Many  dealers 
are  mum  about  the  dollars  coming  in  from 
derivatives.  They  bury  these  instead  in  trad- 
ing and  foreign  exchange  revenues,  which  are 
profits  before  compensation,  operating  ex- 
penses, and  taxes.  These  businesses  have 
boomed.  Figures  compiled  by  the  Wall  Street 
firm  of  Keefe  Bruyette  &  Woods  show  that 
trading  revenues  (including  foreign  ex- 
change) of  the  seven  biggest  U.S.  banks  grew 
more  than  five  times  as  fast  over  the  past  five 
years  as  all  other  revenues.  And  derivatives 
are  plainly  a  big  reason. 

Disclosures  from  a  couple  of  major  banks 
have  provided  proof.  Reporting  1992's  fig- 
ures, for  example,  J.P.  Morgan  separated  out 
several  kinds  of  derivatives,  including  swaps 
and  forward  currency  contracts,  and  said 
these  contributed  $512  million,  or  about 
53%,  of  total  trading  revenues,  which  were 
$959  million.  Then,  late  last  year.  Chemical 
Bank  went  all  the  way,  stating  its  derivatives 
revenues  straight  out.  For  the  first  nine 
months  of  1993,  these  were  $236  million,  a 
huge  53%  jump  from  the  $154  million 
gleaned  in  1992,  and  about  30%  of  Chemi- 
cal's total  trading  revenues. 

It  could  be  bad  for  the  banks  to  offer  great- 
er detail  about  derivatives.  Analysts  consider 
trading  revenues  to  be  uncertain  income,  and 
the  growth  of  these  has  on  its  own  definitely 


depressed  price/earnings  mul- 
tiples. Though  it  is  the  top 
bank  in  Fortune's  list  of  most 
admired  companies,  Morgan 
was  recently  selling  for  only 
eight  times  1993  earnings. 
Bankers  Trust,  which  has  made 
itself  a  virtual  derivatives  de- 
partment store,  had  a  base- 
ment-level multiple  of  only  six 
times  earnings. 

Investors  are  just  not  com- 
fortable with  the  risks  they  per- 
ceive in  derivatives.  One  is 
deadbeats — otherwise  known 
as  credit  risk.  Yes,  every  dealer 
worth  the  name  carefully  po- 
lices the  credit  quality  of  its 
counterparties  and  sets  limits 
on  how  much  business  it  will  do 
with  each.  But  within  the  span 
of  a  five-  or  ten-year  derivative 
contract,  a  counterparty's 
creditworthiness  can  deterio- 
rate  substantially.  When 
Olympia  &  York,  the  Canadi- 
an real  estate  giant,  tumbled 
into  deep  distress,  the  detritus  included  a 
good  many  derivative  contracts — some  since 
settled  in  bankruptcy  proceedings  for  15 
cents  on  the  dollar. 

Perhaps  the  most  problematic  credit  risks 
around  today  are  hedge  funds,  the  big  pools 
of  investment  capital  like  George  Soros's 
Quantum  Fund.  Many  have  moved  aggres- 
sively into  derivatives,  making  themselves 
such  important  customers  that  no  dealer 
wants  to  turn  them  away.  But  their  credit- 
worthiness is  suspect  because  the  funds'  in- 
vestors typically  have  the  right  to  withdraw 
their  money  every  three  months.  So  a  fund 
could  suddenly  shrink  into  counterparty 
nothingness.  A  dealer  can  partially  protect 
itself  by  trying  to  get  collateral  for  what  a 
fund  owes  it,  as  Salomon  told  a  group  of  ana- 
lysts recently  that  it  tries  to  do.  But  can  a 
dealer  get  a  line  on  how  deeply  extended  that 
fund  may  be  with  other  dealers?  "No,"  said 
Salomon's  treasurer,  John  G.  Macfarlane. 
"That  is  quite  difficult  to  do." 

NOTHER  HAZARD  that 
dealers  face  is  market  risk, 
which  is  the  prospect  that 
prices  will  take  off  in  a  direc- 
tion that  leaves  them  losers  on 
—  mhedged  positions  (a  la  Me- 

tallgesellschaft).  Some  of  these  positions 
will  have  been  accumulated  deliberately  in 
the  name  of  "proprietary  trading,"  in  which 
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Nobody  puts  more  automatioii 
on  the  Ime  than  RockweE 


for  75  percent  of  all  fax  machines. 
Equipping  every  major  commer- 
cial aircraft  manufacturer  with 
avionics.  Or  providing  defense 
electronics  to  navigate  two-thirds 
of  America's  strategic  forces. 

In  fact,  Rockwell  is  a  leader 
in  each  of  its  diverse  markets. 
Because  in  Electronics, 
Aerospace,  Automotive  and 
Graphics,  we  respond  to 
customer  needs  by  putting 
our  technology  on  the  line. 


Our  Allen-Bradley  controls 
make  Rockwell  a  world  leader 
In  plant  floor  automation. 


,  We  keep  plant  floors  hum- 
ming. Drive  factories  to  record 
productivity.  While  helping 
countless  manufacturing  and 
processing  companies  respond 
quickly  to  market  demands. 

Our  success  in  industrial 
automation  is  the  result  of  a 
restless  dissatisfaction  with  the 
status  quo — a  drive  to  excel  that 
also  distinguishes  Rockwell  in 
other  areas  of  electronics. 
Whether  it's  building  modems 
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MONEY  &  MARKETS 


dealers  use  their  brainpower,  teclinology, 
and  feel  for  the  market  to  make  money  for 
their  own  firm.  In  other  cases,  hedges  may 
be  difficult  to  put  on,  or  a  dealer  may  think  it 
has  a  hedge  and  finds  it  doesn't.  Says  Gene 
Rotberg,  the  Washington  lawyer:  "The  only 
perfect  hedge  is  in  a  Japanese  garden." 

For  various  complex  reasons,  options  are 
the  most  difiicult  derivatives  to  hedge.  They 
are  also  the  fastest-growing  segment  of  the 
business,  partly  because  institutional  inves- 
tors have  been  looking  for  ways  to  insure 
themselves  against  a  drop  in  the  stock  mar- 
ket. So  they  have  been  buying  puts  from  the 
dealers,  which  allow  investors  to  unload 
stock  on  the  dealers  at  agreed-upon  prices  if 
the  market  begins  to  collapse.  Dealers — the 
writers  of  these  puts — are  potentially  in  the 
same  hot  seat  that  many  speculators  and 
other  unfortunates  occupied  when  the  stock 
market  "gapped" — that  is,  dropped  chaoti- 
cally— in  October  1987.  A  goodly  number  of 
these  folk,  forced  to  buy  the  stock  put  to 
them,  foundered  as  the  market  kept  falling. 

Says  the  risk  manager  at  one  dealer;  "You 
have  to  do  some  of  this  stuff  in  options  be- 


cause of  customer  demand.  Nobody  wants 
to  write  a  lot  of  these  things  because  the  risk 
profile  is  horrible.  You  end  up  making  a  tiny 
bit  of  money,  or  you  lose  a  gigantic  amount." 
Can't  he  hedge  his  positions?  "Yes,  to  an 
extent.  But  you  are  always  vulnerable  to  a 
gap  move.  You  just  can't  hedge  it."  What 
you  can  do  as  a  dealer  is  constantly  run 
"stress  simulations"  that  test  the  ability  of 
your  establishment  to  withstand  shocks  that 
are,  say,  6.6  on  the  Richter  scale  or  higher. 
These  simulations  are  a  staple  of  the  dealer 
community,  and  it  is  only  to  be  hoped  they 
work  better  than  the  ones  that  tested  the 
strength  of  the  Los  Angeles  freeways. 

N  ADDITION  to  credit  and  market 
isks,  dealers  must  contend  with  valu- 
ation risk,  which  addresses  the  possi- 
bility that  the  profits  of  a  transaction 
lay  be  misstated.  The  good  thing 
about  a  dealer's  derivatives  portfolio 
is  that  it  is  marked  to  market.  The  bad  thing  is 
that  judgments  about  what  the  "market"  is 
can  vary  widely.  That  is  true  even  on  short- 
term  derivatives,  which  are  readily  priced  be- 


cause they  trade  in  a  liquid  market. 
Calculating  their  results,  derivatives  traders, 
who  are  typically  paid  based  on  how  much 
they  make  for  their  employer,  will  want  to 
"up-front"  all  the  profits  they  can.  Employ- 
ers, conversely,  will  think  it  prudent  to  delay 
the  recognition  of  part  of  the  profits  by  setting 
up  resei-ves  for  credit  risk,  maintenance  costs, 
and  potential  losses  should  they  need  to  bail 
out  of  a  position  in  a  rough  market.  The  ingre- 
dients are  present  for  a  tug  of  war. 

The  valuation  difficulties  are  just  that 
much  tougher  if  the  derivative  in  question  is 
long  term  and  exotic.  The  heart  of  the  prob- 
lem is  that  many  derivatives  are  originally 
priced,  and  subsequently  valued,  by  mathe- 
matical models  that  must  include  an  estimate 
of  what  the  volatility  of  the  underlying  Will  be 
over  the  term  of  the  contract.  Volatility, 
known  to  the  trade  as  vega,  can  be  measured 
in  different  ways.  A  model  builder  would 
probably  consult  histoiy  for  guidance,  look- 
ing perhaps  at  the  annual  percentage  differ- 
ence between  a  stock's  high  and  low.  But  how 
much  history  do  you  examine?  The  past  six 
years  of  the  Standard  &  Poor's  500-stock  in- 
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dex  would  give  you  one  picture  of  volatility. 
Add  in  1987,  with  its  crash,  and  volatility 
would  go  into  overdrive. 

However  you  look  at  volatility,  your  as- 
sumptions can  change  during  the  term  of  a 
contract,  with  effects  on  profits  that  are  pow- 
erful. A  drop  in  volatility  raises  profits — and 
here  is  your  trader,  your  expert,  telling  you 
that,  happUy,  volatility  has  indeed  gone  down. 
The  system  shrieks  for  checks  and  balances, 
which  all  good  dealers  have.  Internally,  they 
will  probably  have  "independents"  who  check 
the  assumptions  of  the  traders.  Outside  ac- 
countants, who  are  climbing  the  learning 
curve  in  this  business,  will  also  keep  an  eye  on 
the  traders'  valuations.  Robert  Herz,  a  part- 
ner of  Coopers  &  Lybrand,  says  that  his  firm 
often  asks  academics  or  consultants  to  value 
certain  of  a  client's  derivatives,  to  make  sure 
the  client's  figures  are  defensible. 

What  can  happen  when  a  trader  has  the 
whip  hand  over  valuations  is  suggested  by 
some  fresh  details  about  the  big,  widely  publi- 
cized fight  last  year  between  American  Inter- 
national Group,  the  big  insurer,  and  its 
former  derivatives  boss,  Howard  Sosin,  43. 


Hedge  fund 
investors  can 


Sosin  moved  to  AIG  from 
Drexel  Burnham  in  1987 
and  became  the  20%  owner 
of  a  new  joint  venture,  AIG 
Financial  Products  (called 
FP),  which  specialized  in 
long-term  derivative  con- 
tracts that  many  of  its  com- 
petitors wouldn't  touch. 
Sosin  supplied  the  exper- 
tise; AIG,  an  AAA-rated 
company,  provided  the 
creditworthiness  demanded 
by  customers  entering  into 
FP's  stretched-out  deals. 
Though  FP  never  grew  to 
more  than  135  employees,  it 
became  a  huge  provider  of  profits  both  to 
Sosin  and  to  AIG. 

Sosin,  however,  was  a  control  freak  who 
wanted  no  interference  from  AIG.  The  com- 
pany's tough,  commanding  CEO,  Maurice 
"Hank"  Greenberg,  68,  could  take  that  only 
so  long.  AIG's  1992  annual  report  disclosed 
that  Sosin  would  be  leaving,  and  at  the  com- 
pany's annual  meeting  in  April,  Greenberg 
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put  the  blame  on  "a  differ- 
ence of  opinion."  He 
thought  stronger  risk  man- 
agement and  credit  con- 
trols were  needed,  he  said, 
and  Sosin  didn't  agree. 

Taking  25  FP  employees 
with  him,  Sosin  went  off  to 
look  for  a  new  AAA  backer. 
Figures  that  he  circulated 
to  prospects  showed  that 
FP  had  a  "distributable 
profit"  in  1992  of  $340  mil- 
lion. That  was  eye-catching 
because  AIG  had  reported 
its  share  of  FP's  1992  profits 
at  $171  million.  Assuming 
that  AIG  had  80%  of  the  profits  as  it  did  80% 
of  the  ownership,  total  profits  should  have 
been  about  $210  million.  The  difference  be- 
tween that  figure  and  $340  million  of  "distri- 
butable profit"  is  large. 

Offering  an  explanation  to  Fortune,  Ed- 
ward E.  Matthews,  AIG's  vice  chairman  for 
finance,  says  that  it  is  not  right  to  jump  at  the 
conclusion  that  AIG  got  80%  of  the  profits. 


rjTt        T~\  *  jL 

The  Home  Theatre's  impressive  performance  comes  from  a  Motorola  68HC05  microcontroller.  It  not 
only  controls  the  basic  functions;  it  also  incorporates  the  first  on-chip  Closed  Captioning  decoder  in  the 
industry.  From  televisions  to  computers,  products  powered  by  Motorola  are  fast  becoming  a  way  of  life. 


MOTOROLA 

Microcontrollers 


Says  one  risk 
manager: 
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But  beyond  that,  Sosin  and 
AIG  were  calculating  prof- 
its in  very  different  ways.  So- 
sin's  contract  allowed  him 
to  up-front  profits  in  an  ag- 
gressive way  and  to  be  com- 
pensated accordingly.  AIG, 
on  the  contrary,  was  both 
accruing  profits  over  the  life 
of  the  contracts  and  setting  '  " 
up  reserves — very  large 
ones,  it  would  appear. 
When  Sosin  talks  about  his 
distributable  profits,  says 
Matthews,  he  is  "not  report- 
ing on  the  conservative  side 
of  the  ledger." 

A  further  indication  of  that  comes  from 
the  aftershocks  of  Sosin's  leaving.  In  the  mid- 
dle of  last  year,  AIG  set  up  reserves  of  $215 
million  to  recognize  an  "impairment"  in  the 
value  of  certain  FP  investments.  The  recogni- 
tion of  these  losses,  plus  the  spread  between 
Sosin's  view  of  profits  and  AIG's,  suggests 
why  the  two  parties  fought  bitterly  last  year 
over  what  walk-away  money  Sosin  deserved. 
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On  the  eve  of  arbitration 
proceedings,  they  finally 
reached  a  settlement,  for  an 
undisclosed  amount.  One 
report  says  Sosin  received 
$150  million. 

In  a  recent  interview  with 
Fortune,  Greenberg  indi- 
cated repeatedly  that  he 
1  '    thought  an  aggressive  ap- 

proach to  recognizing  prof- 
its on  derivatives  was  just 
plain  wrong.  It's  "fair 
enough,"  he  said,  to  talk 
about  marking  to  market. 
But  the  uncertainties  of  this 
business,  he  thinks,  require 
that  companies  have  "some  degree  of  flexi- 
bility" to  delay  the  recognition  of  profits  on  a 
contract  until  it's  certain  they  exist.  Account- 
ing rules  don't  make  it  clear  that  Greenberg 
can  have  as  much  flexibility  as  he  would  like. 
But  don't  expect  much  up-fronting  of  profits 
at  AIG. 

Sosin  is  still  minus  a  backer.  Logic  says  he 
might  well  have  tried  General  Electric,  an 


AAA  company  whose  GE  Capital  is  impor- 
tant in  just  about  every  segment  of  the  finan- 
cial services  business  except  derivatives.  Sosin 
never  talks  to  the  press,  and  GE's  chairman, 
John  F.  "Jack"  Welch,  won't  say  whether  So- 
sin came  calling.  But  if  he  did,  his  reception 
was  not  warm.  Derivatives,  said  Welch  recent- 
ly, are  a  business  "we  have  chosen  to  miss." 
He  sees  these  instruments  as  producing  trad- 
ing surprises  he  doesn't  care  for,  and  his  expe- 
rience in  financial  businesses — for  example, 
lending  on  commercial  real  estate — has  made 
him  aware  of  the  excesses  these  businesses 
can  spur.  Says  Welch:  "Things  tend  to  grow  to 
the  sky,  get  a  momentum.  'Let's  make  it  a  little 
higher,  a  little  higher.'  I  think  we've  learned  a 
lot  about  that." 

Over  the  near  term,  the  learning  process 
about  derivatives  is  likely  to  be  nudged  along 
by  more  attempts  on  the  part  of  corporations 
to  explain  the  value  of  these  products  to  their 
operations.  The  SEC  has  put  out  a  call  for 
such  explanations,  and  the  Financial  Ac- 
counting Standards  Board  has  also  launched 
a  hurry-up  effort  to  determine  just  what  new 
information  might  make  sense.  On  their  own. 
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The  Brawn. 

The  Jeep®  Grand  Cherokee  is  one  mean  machine.  It  has  the  looks,  luxury 
and  handling  that  can  intimidate  sports  sedans.  That,  along  with  a  V-8  and 
legendary  Jeep  toughness,  made  it  Motor  Trend's  Truck  of  the  Year. 
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the  big  dealer  banks  that  are  members  of  the 
New  York  Clearing  House  are  inching  to- 
ward more  disclosure.  Certainly,  a  brighter, 
clearer  light  on  derivatives  in  annual  reports 
would  be  welcome  news  for  investors. 

On  the  regulatory  front,  there  are  stirrings 
aplenty,  but  mostly  slow-motion  prospects. 
In  a  world  fighting  bureaucracy,  Leach's  bill, 
barring  some  derivatives  disaster,  seems  a 
poor  bet  to  get  passed.  From  the  so-called 
Basle  Committee  on  Banking  Supervision, 
which  Gerald  Corrigan  headed  until  recent- 
ly, have  come  proposals  for  new  rules  that 
would  stiffen  capital  requirements  for  deriv- 
atives, which  at  the  moment  do  not  put  much 
strain  on  capital.  Corrigan  obviously  visual- 
izes these  rules  as  a  brake  on  the  growth  of 
derivatives.  Indeed,  tougher  capital  policies 
could  be  thought  of  as  the  equivalent  of  mar- 
gin requirements  in  the  stock  market,  a  con- 
cept widely  accepted  as  beneficial.  But  banks 
are  resisting  the  Basle  proposals,  and  they  are 
a  long  way  from  becoming  rules. 

In  Kansas  City,  the  National  Association 
of  Insurance  Commissioners  is  hovering  over 
new  proposals  that  would  give  insurers  some 


increased  freedom  to  use  derivatives  but 
would  at  the  same  time  impose  a  responsibil- 
ity on  their  management  and  boards  to  exer- 
cise great  prudence  in  employing  them.  The 
Department  of  Labor  in  Washington  is 
brooding  over  requests  from  many  deriva- 
tives dealers  that  they  be  allowed  to  enter 
into  OTC  contracts  with  pension  funds.  Says 
the  director  of  exemptions  for  Pension  and 
Welfare  Benefits,  Ivan  Strasfeld:  "There  are 
a  lot  of  problems  about  these  things.  For  ex- 
ample, if  your  counterparty  goes  belly-up, 
you  may  have  real  trouble  collecting  what 
you're  owed.  So  we're  going  slow  on  these 
requests." 

Adding  to  the  diflSculty  of  regulating  de- 
rivatives is  that  bank  supei-visors  are  strug- 
gling to  teach  $80,000  bank  examiners  how  to 
supervise  a  world  in  which  a  top-notch  deriv- 
atives trader  can  make  $  1  million  a  year  easily 
and  maybe  much  more  than  that.  What,  the 
bank  regulators  keep  asking  themselves, 
should  we  add  to  our  arsenal  of  rules? 

Says  the  risk  manager  of  a  certain  dealer: 
"I'll  tell  you,  if  I  woke  up  one  day  and,  God 
forbid,  I  was  a  regulator,  I  don't  think  I'd 


know  what  to  do.  Here  in  this  place,  I'm  the 
guy  the  CEO  looks  at  and  says,  'What  are  our 
exposures?  What  do  we  not  want  to  have 
happen?  What  could  be  the  costliest  thing 
that  could  wrong?'  And  for  me  to  get  the  in- 
formation I  need  to  answer  him  is  a  real  chal- 
lenge. And  yet  I  have  unlimited  access  to  any 
information  I  want.  Anybody  will  take  my 
phone  call  and  answer  any  question.  I  tend  to 
know  the  sort  of  questions  that  should  be 
asked.  Even  given  that,  it's  a  full-time  job  to 
tiy  to  understand  all  that's  going  on  and  to  try 
to  make  sure  that  all  the  pieces  are  fitting 
together  in  a  way  that  gives  this  organization 
the  kind  of  risk  profile  that  the  shareholders 
can  be  comfortable  with.  And  I  say  to  myself, 
Tf  I'm  in  this  position,  what  is  a  regulator 
going  to  do?' " 

Wouldn't  he,  as  a  risk  manager,  have  many 
of  these  problems  even  if  derivatives  didn't 
exist?  "Yes,"  he  answers.  "But  with  deriva- 
tives there's  leverage  and  sometimes  illiquid- 
ity,  and  there's  complexity.  Three  words." 
They  are  a  mouthful  for  a  big,  strapping  teen- 
ager who  just  might  have  the  capacity  for  get- 
ting out  of  control.  Q 
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1  he  Drains. 

Two  Motorola  68HC11  microcontrollers  are  the  brams  of  this  beast.  They  manage  everything 
from  the  Cherokee's  engine  performance  to  its  full-time  four-wheel  drive  and  emissions  control. 
From  4x4s  to  computers,  products  powered  by  Motorola  are  fast  becoming  a  way  of  life. 


Microcontrollers 


Do  you  have  some  information  that's  just  lying  around  playing  dead?  At  Rl.  Donnelley, 
we've  learned  some  new  tricks  that  will  have  it  up  and  performing  again  in  no  time. 

By  digitizing  and  manipulating  your  existing  information,  we  can  output  it  in  all 
sorts  of  new  forms,  CD-ROM,  Interactive  multimedia,  A  pop-up.  Floppy  disk.  On-line.  Media 
that  can  help  you  appeal  to  new  users.  Open  new  markets.  Dramatically  increase  your 
information's  revenue  flow. 

In  fact,  we're  turning  one  company's  information  into  unique,  new,  interactive  experiences. 


arising  new  revenue  streams. 


A  golf  guide  with  video  previews  of  the  most  difficult  holes,  The  histoiy  of  rock  in  music,  text 
I  and  motion,  Even  an  interactive  dictionary. 


For  another  firm,  we  print  their  annual  catalog,  produce  on-demand  updates 
targeted  to  different  users'  interests  and  convert  20,000  data  sheets  into  a  monthly  CD-ROM. 

There  are  lots  of  things  we  can  do  to  help  you  develop  new  revenue  sourcqs, 
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Just  call  for  this  detailed  brochure  in  print  or  CD-ROM  form 
Or  both.  1-800-438-0223. 
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RR  Donnelley  &  Sons  Company 

The  power  to  transform  information  into  opportunities 
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Easy  to  say,  hard  to  do — especially  if  you've  grown  up  as 
a  manager  during  the  restructuring  era.  Here's  how  six 
go-for-it  companies  work  their  magic,  n  by  Myron  Magnet 


OW  WHAT?  Nothing  lasts 
forever,  not  even  the  wave 
of  restructuring  and  reen- 
gineering  that  has  engulfed 
American  business  for  the 
past  decade.  Sure,  the  daily 
paper  still  brings  news  of  companies 
firing  hapless  managers  by  the  thou- 
sands, and  consulting  firms  are  flush 
with  reengineering  work.  But  what  was 
revolutionary  in  all  this  is  now  routine. 
And  it's  increasingly  clear  that  restruc- 
turing and  reengineering  work  their 
wonders  only  up  to  a  point.  Yes, 
they've  pepped  up  profitability  and 
toughened  corporate  America  for 
global  competition.  But  more  and 
more  executives  see  that  you  can  get 
only  so  far  by  cutting  down  and  tighten- 
ing up.  As  PepsiCo  CEO  Wayne  Callo- 
way puts  it,  "You  can't  save  your  way  to 
prosperity  That  alone  won't  get  you 
there."  There  comes  a  point  when  only 
growth  is  growth. 

Yet  achieving  profitable  growth  is 
harder  than  cutting  costs.  Unlike  raising 
profits  by  shrinking  the  denominator  of 
expenses,  enlarging  the  numerator  of 
revenue  through  product  innovation  or 
geographical  expansion  requires  manag- 
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ers  "to  have  a  point  of  view  about  the 
future,"  in  the  words  of  Gary  Hamel,  a 
professor  at  the  London  Business 
School.  It  takes  vision  about  where  tech- 
nology is  going,  how  markets  can  be  de- 
veloped, what  consumers  will  want, 
where  your  industry  is  moving,  and  how 
you  can  move  with  it — or  ahead  of  it. 

The  restructuring  era  hasn't  been  a 
breeding  ground  for  such  executive  skills. 
Says  Hamel:  "Over  the  last  decade  or  so, 
we've  produced  a  generation  of  denomi- 
nator managers  in  the  U.S."  When  cost 
cutting  and  reengineering  reach  the 
point  of  diminishing  returns — as  they  as- 
suredly will — will  these  neutron  execu- 
tives have  the  know-how  and  self- 
confidence  needed  to  go  for  growth? 

It's  not  too  soon  to  start  thinking 
about  the  expansion  that  your  company 
will  need,  especially  since  winning  strat- 
egies for  growth  in  the  Nineties  and  be- 
yond will  be  different  from  the 
expansion-by-acquisition  of  the  past.  As 
with  any  other  battle,  the  best  way  to  get 
ready  for  the  coming  high-stakes  com- 
petition is  to  ponder  the  strategies  that 
today's  successful  campaigners  for 
Union  Carbide  is  boosting  capacity  in  Louisiana 
for  its  hot  new  way  to  pump  out  polyethylene. 


Photograph  by  Philip  Gould 
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growth  have  already  proved  under  fire.  They 
mobUize  a  wide  array  of  weapons,  from 
technology,  investment,  joint  ventures,  mar- 
keting, and  product  enhancement,  all  the 
way  to  creating  a  culture  of  growth. 


Union  Carbide  had  a  technological  edge 
but  little  money  to  expand.  Solution? 
Joint  ventures  to  gain  market  share. 

HE    COMMODITY  chemical 

■ business  suffers  from  two  chronic 
ailments:  overcapacity  and  persis- 
tent pressure  on  prices.  In  search  of 
a  cure.  Union  Carbide  is  betting  hundreds 
of  millions  on  a  strategy  that's  easy  to  state 
but  trickier  to  execute:  Be  the  low-cost  pro- 
ducer. The  company's  aim  is  to  double  or 
even  triple  the  tonnage  of  petrochemicals 
coming  out  of  its  plants  within  a  decade — 
and  earn,  over  the  course  of  each  economic 
cycle,  an  average  15  %  a  year  on  a  larger  cap- 
ital base,  up  from  around  8%  now. 

For  Carbide,  the  growth  magic  starts  with  a 
competitive  advantage  in  technology.  Twenty 
years  ago  the  company  concocted  a  low-cost 
process  for  making  polyethylene,  the  most 
widely  used  basic  plastic,  and  has  regularly 
updated  it  ever  since.  Though  Carbide  li- 
censes the  recipe  to  other  producers,  the 
company  maintains  an  economic  edge  be- 
cause competitors  pay  out  licensing  fees  and 
Carbide  rakes  them  in.  What's  more.  Carbide 
keeps  some  enhancements  all  to  itself — a  still 
cheaper  way  of  making  polyethylene,  for  in- 
stance, or  low-cost  extensions  of  the  technol- 
ogy to  make  plastic  for  TV  and  phone  casings. 

Most  important  for  growth  right  now,  18 
months  ago  Carbide  engineers  came  up  with 
a  breakthrough  way  of  making  ethylene  gly- 
col, the  essential  raw  material  of  polyester 
fiber.  The  process  saves  30%  in  operating 
cost  over  the  conventional  method.  That 
technology,  too,  has  not  been  licensed. 

Expanding  capacity  in  a  hugely  capital- 
intensive  industry  like  chemicals  is  a  gar- 
gantuan undertaking.  With  its  new  glycol 
technology.  Union  Carbide  is  relying  on 
two  joint  ventures  to  get  the  maximum 
bang  out  of  its  investment  buck. 

The  first,  with  textile  producers  in  Japan 
and  Taiwan,  will  install  the  new  process  in 
Carbide's  plant  in  Alberta,  doubling  its  size. 
Located  near  supplies  of  cheap  Canadian 
petroleum  feedstock,  the  plant  currently 
makes  ethylene  glycol  the  old-fashioned 
Reporter  Associate  7?/cfl)rfoSoo/crfeo 
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Contacts  across  China?  Bausch  &  Lomb  created  a  brand-new  market  by  teaching  opticians  to  fit  ienses. 


way.  The  Asian  partners  will  buy  half  the 
increased  production  to  make  into  textiles 
for  the  Japanese,  Taiwanese,  and  Chinese 
markets,  which  they  know  well;  Carbide,  in 
turn,  will  sell  its  share  to  other  producers  in 
the  same  fast-growing  territory.  In  addition, 
this  venture  allows  Carbide  to  use  its  tech- 
nology as  a  kind  of  currency:  Though  it  will 
own  50%  of  the  $300  million  facility,  to  be 
finished  late  this  year,  it  will  put  up  much 
less  than  50%  of  the  investment. 

Weighing  in  at  $2  billion.  Carbide's  sec- 
ond new  joint  venture,  to  build  a  glycol  and 
polyethylene  plant  in  Kuwait  with  a  subsid- 
iary of  Kuwait  Petroleum  Corp.,  is  the 
world's  biggest  current  petrochemical  proj- 
ect. Partnership  with  the  Kuwaitis  will  en- 
sure a  stable  supply  of  cheap  raw  materials 
and  energy  Onstream  in  early  1997,  this 
plant  will  also  produce  mainly  for  custom- 
ers in  Southeast  Asian  markets,  completing 
Carbide's  Pacific  Rim  coverage. 

Being  the  low-cost  producer  means 
squeezing  costs  out  of  all  parts  of  the  busi- 
ness, from  maintenance  to  corporate  com- 
munications. Carbide,  which  had  spent 
years  in  the  Eighties  cutting  out  whole  divi- 
sions to  pay  down  the  vast  debt  incurred 
from  fighting  off  a  takeover  bid  in  the  wake 
of  the  Bhopal  tragedy,  decided  in  1990  to 
try  to  shave  costs  by  $400  million.  To  do 
that,  management  devised  an  exercise  it 
called  work  process  improvement,  which  it 
discovered  only  later — like  Moliere's  char- 


acter who  was  thrilled  to  learn  he'd  been 
speaking  prose  all  his  life — ^was  what  other 
companies  called  reengineering.  So  close 
was  the  target  when  the  reengineering  was 
only  partly  done  that  management  saw  no 
sweat  in  raising  the  hurdle  to  $575  million. 

But  cutting  and  reengineering  were  always 
only  part  of  the  plan.  Says  CEO  Robert  Ken- 
nedy: "The  senior  management  knew  from 
the  beginning  of  our  restructuring  that  we 
had  to  have  a  commitment  to  growth,  because 
ultimately  you  had  to  say,  what  kind  of  a  com- 
pany is  this  going  to  be?"  By  century's  end,  if 
all  goes  as  planned,  a  much  bigger  one. 


Bausch  &  Lomb  grew  sevenfold  by  lop- 
ping itself  in  half  and  then  investing  in 
new  businesses  at  home  and  abroad. 

I    F  YOU  HAVE  TO  ASK  why  Bausch  & 
I    Lomb  is  a  winner  worth  scrutinizing, 
i   I  you  haven't  been  paying  attention.  In 
I  i  the  past  decade,  its  sales  have  jumped 
from  around  $400  million  a  year  to  nearly  $2 
billion,  while  the  market  value  of  its  shares 
has  grown  even  more  impressively — from 
under  $400  million  to  nearly  $3  billion. 

But  in  1981,  when  pudgy  and  avuncular 
Daniel  Gill,  57,  became  CEO,  the  company 
was  adrift.  Half  its  sales  came  from  products 
with  market  shares  of  5%  or  less.  Its  technol- 


62  FORTUNE    MARCH 7,  1994 


Franklin  Global  Utilities  Fund 
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Global  Power  Behind  Utilities  Growth* 


More  and  more,  emerging  nations  are  making 
strides  towards  free-market  economic  development.  As 
a  result,  their  demand  for  basic  utilities  such  as  water, 
electricity  and  telecommunications  increases  each  day.''' 
And  that  could  make  the  Franklin  Global  Utilities 
Fund  a  growth  opportunity  for  you. 

The  Franklin  Global  Utilities  Fund  seeks  to 
capitalize  on  this  potential  for  growth  by  investing  in 
equity  and  debt  securities  of  utility  companies  located 
in  growth  areas  throughout  the  world.  Franklin's  man- 
agement team  evaluates  utility  companies,  based  on 
location,  regulatory  climate,  earnings  and  management 
history.  The  result  is  a  portfolio  designed  to  combine 
current  income  and  capital  appreciation. 

Call  your  investment  representative  or  Franklin 
today  for  a  free  brochure. 


fForeign  investing  is  suhject  to  special  risks  liiscitssed  in  thejtmi's  prospectus. 
Franklin /Templelon  Distrihntors,  Inc. 


Call  1-800- 

342-FUND 

Ext.  F3  8  6 
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I      Franklin  Funds 

I 

I    777  Mariners  Island  Boulevard 

i     San  Mateo,  CA  94404-1585 

I 

I 

j  J^j/I  wouU  like  a  free  prospectus 

I  containing  more  complete  injormation  on 

I  the  Franklin  Global  Utilities  Fund, 

I  including  charges  and  expenses.  I  will 

I  read  it  carefully  before  I  invest  or  send 

I  money. 

1  □  I  am  currently  a  Franklin 

]  shareholder. 
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j  City/State/Zip 

I  Daytime  Phone 
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A  Proud  Member  of  the  $109  Billion  Franklin /Templeton  Group 
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ogy  was  sliding  into  liistory's  dustbin:  glass- 
lens  factories  in  an  era  of  plastic,  and  a  line 
of  scientific  instruments  whose  key  was  no 
longer  the  Bausch  &  Lomb  optics  at  the 
front  but  someone  else's  computer  at  the 
back.  Such  operations  earned  little,  while 
the  contact  lens  business  that  produced  al- 
most all  the  profits  was  coming  under  hot 
competitive  fire.  Beneath  all  this  was  a  risk- 
averse,  centralized  culture  whose  business 
philosophy  seemed  limited  to  "a  penny 
saved  is  a  penny  earned."  "Some  skeptics," 
Gill  recalls,  "thought  Bausch  &  Lomb 
would  not  be  a  survivor." 

Gill  immediately  began  dumping  the  los- 
ers, and  over  the  next  five  years  shed  opera- 
tions that  generated  half  the 
company's  sales,  along  with 
most  of  top  management.  But, 
thanks  to  his  prior  job,  at  Ab- 
bott Laboratories,  he  knew 
when  he  started  that  downsiz- 
ing wouldn't  be  enough.  Says 
he:  "I  had  been  raised  in  a  cul- 
ture that  said  you  make  money 
by  making  wise  investments." 

As  Step  1  of  his  growth  for- 
mula, he  recast  Bausch  & 
Lomb  in  Abbott's  growth-ori- 
ented image.  A  powerful  sym- 
bol set  the  tone:  Early  on,  Gill 
gutted  his  grungy  Rochester, 
New  York,  headquarters,  re- 
building it  in  traditional,  pros- 
perous corporate  style — to 
the  wide-eyed  astonishment 
of  his  penny-pinching  em- 
ployees.  The  message:  Things  are  going  to 
be  completely  different,  and  we  have  cash 
to  pour  into  the  business.  To  be  sure,  to- 
day's managers  are  more  used  to  the  oppo- 
site— the  new  CEO  changing  things  by 
flying  coach  and  selling  the  imperial  head- 
quarters— but  unusual  problems  require 
remedies  to  match.  Explains  Gill:  "To  be 
classy,  you've  got  to  feel  classy." 

Gill  knew  that  the  core  businesses  that 
were  left — contact  lenses,  lens-care  prod- 
ucts, and  Ray  Ban  sunglasses — were 
parched  for  investment.  Their  high  market 
shares  rested  on  extremely  wobbly  techno- 
logical underpinnings,  from  outdated  fac- 
tories to  archaic  computer  systems.  So  as 
Step  2,  he  used  the  proceeds  from  divesti- 
tures to  triple  capital  spending  and  pump  it 
into  modernization. 

Step  3  was  to  find  new  strengths  that  the 
company  could  build  onto  its  remaining  base. 
Gill  sent  market  researchers  to  ask  consum- 
ers and  health  care  professionals  what  kinds 


of  products  would  seem  more  desirable  to 
them  with  Bausch  &  Lomb's  name  attached. 
Out  of  that  "global  what-can-we-be  search," 
as  Gill  calls  it,  came  four  expansions  of  the 
company's  health  care  core. 

Contact  lenses  and  solutions  grew  into  a 
general  eye-care  business,  with  over-the- 
counter  preparations  developed  internally 
and  prescription  eye  drugs  added  through 
acquisition.  Because  most  people  surveyed 
thought  Bausch  &  Lomb  was  a  German 
company  with  precision  German  engineer- 
ing, they  told  market  researchers  that  they'd 
eagerly  buy  hearing  aids  with  the  Bausch  & 
Lomb  label.  Cashing  in  on  that  misappre- 
hension, GiU  bought  Miracle  Ear,  a  manu- 


A  ribbon  of  wood  siding  rolls  off  a  continuous  press  at  a  Louisiana-Pacific  factory 


facturer  with  a  thousand  franchise  outlets. 

When  the  marketers  discovered  that 
many  buyers  of  the  company's  chief  eye- 
care  product.  Sensitive  Eyes  drops,  had 
sensitive  skin  that  they  would  willingly  en- 
trust to  the  brand  they  put  in  their  eyes,  Gill 
started  a  lotion  and  cream  business.  And 
since  consumer  confidence  in  the  company 
seemed  to  radiate  to  every  organ  above  the 
neck.  Gill  planted  his  standard  in  the 
mouth,  too,  buying  the  maker  of  the  Inter- 
plak  electric  toothbrush  and  an  array  of 
companies  that  made  implants  for  dentists. 
When  the  acquired  companies  in  all  these 
fields  came  under  Bausch  &  Lomb's  mar- 
keting and  sales  umbrella,  sales  typically 
soared  15%  a  year,  sometimes  even  30%. 

As  Step  4,  Gill  strengthened  and  expand- 
ed his  global  market  presence.  He  consoli- 
dated the  minor-league  companies  Bausch 
&  Lomb  already  owned  abroad — hitherto 
as  separate,  obscure,  and  uncoordinated  as 
the  wriggling  worms  in  a  spadeful  of 


loam — into  a  handful  of  regional  opera- 
tions. To  the  higher-quality  bosses  he  could 
now  afford  to  put  over  them,  he  gave  real 
profit-and-loss  responsibility.  He  then  in- 
fused the  marketing  support  and  research 
these  companies  had  never  had,  and  up- 
graded their  manufacturing  technology. 
"When  we  began  to  run  them  like  business- 
es," he  says,  "wonderful  things  happened. 
International  sales  just  exploded." 

So  Gill  pushed  for  more  growth  by  at- 
tacking emerging  markets.  In  a  joint  ven- 
ture with  Beijing  Optical,  he  built  factories 
in  China  in  1987,  and  Bausch  &  Lomb 
taught  thousands  of  local  opticians  how  to 
fit  contact  lenses.  To  sell  them,  the  compa- 
ny set  up  China's  first  contact 
lens  shops  in  major  depart- 
ment stores,  converting  drab 
corners  into  oases  of  optical 
glitz.  In  an  economy  with  rel- 
atively little  to  buy  as  yet,  the 
appearance-conscious  Chi- 
nese made  Bausch  &  Lomb's 
subsidiary  there  profitable 
within  two  years. 

On  a  total  investment  of 
under  $20  million  in  this  non- 
capital-intensive industry, 
Bausch  &  Lomb  created  and 
now  utterly  dominates  the 
Chinese  contact  lens  market. 
And  the  global  phase  of  Gill's 
growth  strategy,  which  includ- 
ed expansion  into  other  un- 
derdeveloped markets,  such 
as  India  and  Poland,  has 
raised  overseas  sales  from  under  25%  of 
Bausch  &  Lomb's  revenues  when  he  start- 
ed to  50%,  while  boosting  operating  profit 
margins  from  8%  to  around  20%. 


But  do  so  creatively.  That's  how  Louisi- 
ana-Pacific learned  to  make  a  timber 
substitute  and  satisfy  new  customers. 

HIS  FOREST  PRODUCTS  com- 

Ipany's  growth  story  began  with 
CEO  Harry  Merlo's  no-bull  assess- 
ment of  his  industry's  future.  Once 
the  government  expanded  the  Redwood 
National  Forest  in  1978,  putting  all  Louisi- 
ana-Pacific's old-growth  timber  off  limits  to 
logging,  Merlo  foresaw  that  the  big  trees 
that  had  been  his  raw  material  would  soon 
become  taboo  to  lumbermen  nationwide. 
"I'm  not  sure  it's  right  or  wrong  that  the 
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The  Archer  Daniels  Midland  Cloiiipaiiy  is  proud  to  salute  tlie  natural  gas  industry  for 
its  efforts  in  cleaning  up  the  nations  air.  As  the  cleanest  burning  domestic  fuel,  natural gi 
is  maldng  great  strides  towau.!  meeting  this  goal. 

But  for  the  great  majority  of  cars  that  still  have  to  burn  gasoline,  a  lO'M)  ef/imioi' blenc 
is  the  best  thing.  Gasoline  blended  with  \()%  ethmiolcim  eliminate  up  to  25%  of  a  car's 
carbon  monoxide  emissions. 

It  comes  down  to  tliis:  if  your  car  burns  gasoline, 
adding  ethanol  is  your  best  choice.  *  ^^^^  ^^Mll© 
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natural  forest  is  being  i^soivod  ioi  owls,  an  J  ; 
fisli,"  lie  says,  "but  I'm  not  going  to  argue  | 
with  it.  We've  got  to  move  the  company  ' 
ahead  with  the  resource  that's  available."  ; 

The  task  was  to  figure  out  some  other  way  | 
to  make  the  building  materials  his  company  ' 
sold.  Experience  had  taught  Merlo  that  you 
cm  make  silk  purses  out  of  sow's  ears.  As  a 
12-year-old  working  in  the  grocery  store  of  a 
northern  California  sawmill  camp,  he  used 
to  take  home  the  brains  and  hearts  and  tripe 
that  the  butcher  threw  out,  and  his  Italian- 
immigrant  mother  would  transform  them 
into  savory  stews  for  the  lodgers  of  the 
boarding  house  she  ran.  "To  the  butcher, 
this  stuff  had  no  value,"  he  recalls,  "but  to 
me  it  had  a  lot  of  value,  because  I  knew  what 
Mom  could  do  with  it."  So  in  pondering 
Louisiana-Pacific's  future,  Merlo  thought, 
why  not  figure  out  how  to  use  small  trees  of 
waste  species  no  one  cared  about?  The  likely 
candidate  was  fast-growing  aspen,  which 
stretched  in  a  broad  band  from  Maine  to 
British  Columbia. 

Unlike  the  hapless  bosses  of  big  U.S. 
steel  companies,  who  long  scoffed  at  for- 
eign-made continuous  casters  before  in- 
stalling them  decades  late,  Merlo  was  a 
techie,  enthusiastically  up-to-date  with  ev- 
ery new  wrinkle  in  his  industry.  He  knew 
that  in  Canada  a  few  lumber  manufacturers 
were  already  shaving  small  trees  into  wa- 
fers, which  they  glued  and  pressed  together 
to  make  something  like  plywood.  After  vis- 
iting every  plant  that  made  the  product,  he 
figured  he  could  make  it  better. 

Instead  of  arranging  the  wafers  random- 
ly, he  lined  them  up  to  make  a  three-layer 
board,  with  the  middle  layer's  grain  run- 
ning roughly  perpendicular  to  the  outer 
two  for  strength  and  stability  His  product, 
introduced  at  the  end  of  the  Seventies, 
turned  out  to  be  cheaper  and  stronger  than 
plywood.  Merlo  later  found  he  could  cover 
the  waferwood  with  heavy  paper,  embossed 
with  wood  grain  and  sealed  with  resin,  and 
use  it  as  siding.  He  learned  to  combine  wa- 
ferwood with  another  kind  of  engineered 
lumber  his  mills  produced  to  make  I-beams 
to  replace  the  increasingly  scarce  lumber 
needed  for  floor  joists  and  roof  trusses. 

Now  the  company  has  started  improving 
on  sheetrock  by  mixing  shredded  newspa- 
pers with  the  gypsum.  The  resulting  board, 
introduced  in  1990,  is  more  soundproof 
than  sheetrock,  holds  nails  better,  breaks 
less  easily,  can  be  tiled  more  securely,  and  is 
produced  more  efficiently  Says  Merlo:  "It 
wasn't  any  problem  for  us  to  take  the  busi- 
ness away  from  plywood  with  waferwood;  it 


Children's  story  hour  draws  customers  of  all  ages  at  a  Barnes  &  Noble  superstore  In  New  Jersey. 


won't  be  any  problem  to  take  the  business 
away  from  wallboard  with  this  product." 
He  expects  to  sell  billions  of  feet  of  it  a  year 
within  the  next  decade.  That  doesn't  sound 
unreasonable,  considering  that  his  annual 
waferwood  output  went  from  nothing  to 
nearly  four  billion  square  feet  in  13  years. 

You'd  think  Louisiana-Pacific  had  a  lab 
full  of  engineers  to  dream  up  these  prod- 
ucts. But  no,  they  materialized  without  a 
nickel's  worth  of  R&D.  "We  just  copied," 
says  Merlo.  But  this  was  inspired  copying: 
He  knew  everything  that  was  out  there  to 
be  imitated,  and  he  copied  creatively, 
boosting  the  efficiency  of  the  technology 
he'd  seen  or  adding  desirable  features  to 
the  products  he  produced. 

His  first  presses  were  eight  feet  wide, 
twice  the  width  of  the  Canadian  presses 
he'd  seen,  producing  the  big  sheets  that 
customers  wanted.  He  built  other  presses 
that  more  efficiently  rolled  out  continuous 
ribbons  of  manufactured  wood,  which 
could  be  cut  to  any  length  desired.  Instead 
of  having  to  cut  trees  into  33-inch  logs  to  fit 
the  machine  that  shaved  them  into  wafers, 
Merlo  developed  a  mechanism  that  allows 
Louisiana-Pacific  to  dump  whole  trees  onto 
a  movable  bed  to  be  continuously  fed  to  the 
waferizing  blade.  He  could  thus  use  every 
part  of  the  tree  but  its  shadow,  as  he  likes  to 
say,  even  burning  the  bark  to  heat  the  oil 
that  fuels  his  presses. 

The  company  can  so  successfully  improve 
processes  and  devise  products  builders  want 
because  it  is  an  operating  culture  to  the 


core,  with  a  bare-bones  headquarters  staff 
and  an  aversion  to  meetings.  "All  of  our 
people  are  in  the  plant  all  the  time,"  says 
Merlo.  "I  know  every  cost;  I  know  every- 
thing we  make;  I  love  the  mills,  and  I  love  to 
be  in  them.  All  of  our  people  are  that  way" 
Well,  sure,  since  he  hires  in  his  own  hands- 
on,  down-to-earth  image.  As  he  says,  "I'd 
never  hire  a  guy  I  wouldn't  work  for." 


mfTw 


When  Barnes  &  Noble  figured  out  that 
liuyers  of  books  also  want  entertain- 
riient  (and  coiee),  sales  expiocied, 

'  HAT  IS  NOW  the  nation's 
No.  1  bookseller  was  born  in 
1971,  when  Barnes  &  Noble 
founder  and  CEO  Leonard 
Riggio  bought  a  single  stagnant  Manhattan 
store.  Today  it's  a  937-store  chain.  Why? 
Credit  two  profound  insights  into  what 
consumers  really  want  and  a  readiness  to 
make  big  bets  on  that  understanding. 

Insight  1:  "Shopping  is  a  form  of  entertain- 
ment," as  Riggio  phrases  it.  Consumers 
aren't  corporate  purchasing  managers, 
singlemindedly  seeking  specific  commodities 
at  the  best  possible  price.  To  consumers, 
shopping  is  a  social  activity  They  do  it  to  min- 
gle with  others  in  a  prosperous-feeling 
crowd,  to  see  what's  new,  to  enjoy  the  theatri- 
cal dazzle  of  the  display,  to  treat  themselves 
to  something  interesting  or  unexpected. 

continued 
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So  Riggio  learned  to  craft  stores  that  de- 
coct the  pure  elixir  of  the  shopping  experi- 
ence. In  1989,  he  began  to  perfect  the 
formula:  a  high-visibility,  upscale,  usually 
suburban  location  to  draw  the  crowds 
where  they  live;  enough  woody,  traditional, 
soft-colored  library  atmosphere  to  please 
the  book  lovers;  enough  sophisticated 
modern  architecture  and  graphics,  sweep- 
ing vistas,  and  stylish  displays  to  satisfy  fans 
of  the  theater  of  consumption.  And  for  ev- 
eryone, plenty  of  welcoming  public  space, 
where  they  can  meet  other  people  and  feel 
at  home  in  an  urbane  throng.  Approach- 
able employees  complete  the  welcoming 
scene;  they're  intentionally  nothing  like  the 
snooty  booksellers  that  boss  Riggio — short, 
sad-faced,  and  unassuming — found  intimi- 
dating when  he  was  young. 

People  at  Riggio's  superstores  settle  in  at 
his  many  heavy  chairs  and  tables  to  browse 
through  piles  of  books;  they  fill  the  cafes  he's 
put  into  the  superstores  to  increase  the  festiv- 
ity; they  hang  out  in  their  chosen  sections  to 
pick  up  like-minded  lovers  of  sports  and  fit- 
ness, high-toned  fiction.  New  Age  emoting, 
or  gay  and  lesbian  studies.  Consumers  attend 
the  readings  and  signings  he  puts  on;  they 
bring  their  kids  to  his  puppet  shows  and  story 
hours;  they  read  the  accolades  to  his  stores  in 
newspapers  and  lifestyle  magazines,  captivat- 
ed by  something  new  and  hot.  Riggio  makes 
sure  they  always  have  clean  bathrooms,  too, 
so  they  don't  have  to  leave  in  a  hurry  "If  I  get 
you  for  two  hours,  I've  got  you,"  he  says.  "I 
don't  need  more  books;  I  need  more  people," 
As  CFO  Irene  Miller  sums  up:  "The  feel- 
good part  of  the  store,  the  quality-of-life  con- 
tribution, is  a  big  part  of  the  success." 

Insight  2:  Books  are  consumer  products. 
Says  Riggio:  "People  have  the  mistaken  no- 
tion that  the  thing  you  do  with  books  is 
read  them.  They  think  all  a  book  is  about  is 
information."  Wrong.  Maybe  5%  of  what 
gets  printed  gets  read,  and  those  who  read 
most  are  also  the  biggest  accumulators  of 
unread  volumes.  People  buy  books  for  what 
the  purchase  says  about  them — their  taste, 
their  cultivation,  their  trendiness.  Their 
aim,  says  Riggio,  is  to  connect  themselves, 
or  those  to  whom  they  give  books  as  gifts, 
with  all  the  other  refined  owners  of  Edgar 
Allan  Poe  collections  or  sensitive  owners  of 
Virginia  Woolf  collections. 

The  consequence  is  that,  if  you  try,  you 
can  sell  books  as  consumer  products,  with 
seductive  displays,  flashy  posters,  an  em- 
phasis on  the  glamour  of  the  book  as  an  ob- 
ject and  the  fashionableness  of  the  best- 
seller and  the  trendy  author.  Riggio  has 


found  he  can  even  wrap  his  customer  in  the 
glamour,  by  sending  him  or  her  out  with 
shopping  bags  sporting  his  trademark  high- 
style  sketches  of  famous  authors.  "It's 
amazing,"  says  Riggio,  "how  people  almost 
wear  the  bag  that  they  take  from  the  store." 

Before  developing  the  superstore  formu- 
la, Barnes  &  Noble  grew  by  spurts  of  inno- 
vative retailing — it  was  the  first  bookseller 
to  discount  and  to  stay  open  on  Sundays, 
for  example.  And  it  grew  in  spurts  of  op- 
portunistic acquisition,  buying  the  754- 
store  B.  Dalton  chain,  a  big  presence  in 
shopping  malls,  in  1986,  and  later  acquiring 
the  Bookstop  and  Doubleday  chains. 

But  with  the  superstore  formula,  the 
company  has  hit  on  a  model  for  future  inter- 
nal growth,  with  economics  as  investor- 
friendly  as  the  stores  are  consumer-friendly 
Security  analysts  think  that  the  stores,  when 
mature,  will  return  a  plump  28%  on  invest- 
ment, with  stable  operating  profit  margins 
of  a  comfortable  7%  to  8%,  No  wonder 
Barnes  &  Noble  is  rushing  to  open  75  this 
year,  bringing  the  superstore  total  to  280,  up 
from  a  mere  23  five  years  ago. 


iathei'  liiasi  add  eapaciiy,  Ford  streteiiSil 
what  it  had.  Result:  As  demand  surged, 
the  company  was  ready  to  ride. 

I  i  O  REVERSE  the  old  saying,  Ford 
Motor  shows  how  sometimes  the 
best  offense  is  a  good  defense.  A 
decade  ago,  as  Ford  was  losing 
share  under  the  Japanese  onslaught,  growth 
was  far  from  management's  mind.  "In  all 
honesty,"  says  CEO  Alex  Trotman  in  his 
mellifluous  British  accent,  "our  objective 
back  then  was  to  regain  competitiveness  and 
not  lose."  Ford  focused  anxiously  on  the  ba- 
sics of  the  business,  boosting  quality  and 
productivity  and  making  products  more  cus- 
tomer-pleasing. Customers  responded.  Says 
Trotman:  "We  were  so  successful  that  we 
have  been  growing  for  about  a  decade," 

Usually,  you  plan  for  growth  and  build  up 
capacity  in  advance  of  getting  it,  as  Union 
Carbide  is  doing.  Had  Ford's  bosses  foreseen 
in  1980  the  five  points  of  market  share  growth 
that  ultimately  materialized,  they  might  well 
have  built  new  plants,  especially  for  the  pop- 
ular Explorer,  Instead,  they  stretched  capaci- 
ty inch  by  inch,  adding  extensions  on  existing 
factories,  untangling  bottlenecks,  changing 
shift  patterns,  moving  walls  in  the  engine 
lines,  and,  of  course,  upping  productivity 


The  result:  However  imperceptibly,  Ford's 
US,  capacity  grew  a  weighty  20%  over  the 
last  decade — ^with  the  plants  running  at  100% 
to  114%  of  their  rated  capability 

Today,  now  that  Ford's  managers  explicit- 
ly want  to  grow,  they've  become  attached  to 
this  strategy  of  first  working  on  the  funda- 
mentals of  quality  and  customer  satisfaction 
and  then  stretching  capacity  to  meet  de- 
mand. That's  their  growth  strategy  for  Eu- 
rope. Says  Trotman:  "As  the  share  comes  to 
us,  we  will  ratchet  up  capacity  in  a  cautious 
way"  In  Japan,  where  Ford  aims  to  double  its 
still  small  export  sales  (5,400  in  1993)  annual- 
ly for  the  next  few  years,  the  emphasis  is  on 
support  systems — parts  distribution  centers, 
training  and  technical  centers,  and  the  open- 
ing a  few  weeks  ago  of  a  Ford  Credit  office. 

Trotman  caUs  all  this  the  "one-foot  ap- 
proach"— better,  he  believes,  than  jumping 
in  with  both  feet.  To  build  capacity  in  an- 
ticipation of  demand  is  dangerous,  he  says: 
"You  may  be  trapped  into  the  situation 
some  companies  are  in  today,  of  having 
huge  excess  capacity  and  a  work  force  that 
is  very  hard  to  reduce."  Current  conditions 
only  make  him  more  relieved  that  his  man- 
agers rejected  going  with  both  feet  into 
Eastern  Europe  after  the  Wall  came  down, 
or  into  Russia  after  the  fall  of  communism. 

Like  Bausch  &  Lomb's  Gill  and  Car- 
bide's Kennedy,  Trotman  believes  that  Asia 
will  become  the  great  arena  of  his  indus- 
try's growth  before  long.  Even  so,  he  is  go- 
ing into  China  with  only  one  toe  for  now, 
feeling  his  way  gingerly  A  dozen  dealers 
now  sell  the  few  Ford  cars  allowed  in  from 
the  US,,  and  Ford  is  working  on  establish- 
ing several  joint  ventures  to  build  compo- 
nent plants  to  supply  domestic  Chinese 
manufacturers — and  to  get  a  sense  of  the 
market.  It  will  get,  in  addition,  a  sense  of 
possible  partners  with  whom  it  might  build 
a  car  plant,  perhaps  beginning  in  two  years. 
At  present,  says  Trotman,  "I  feel  the  need 
for  close  attention  and  an  urgent  feeling, 
but  I  don't  feel  the  need  for  urgent  action," 

At  PepsiCo,  managers  "iinve  growth 
stamped  on  our  foreheads,"  they  say. 
That  mindset  moves  mountains. 

EPSICO,  a  whole  university  of 
'  growth,  teaches  lessons  in  the  why 
as  well  as  the  how  of  it,  with  CEO 
Wayne  Calloway  a  principal  pro- 
fessor of  why  He's  worth  listening  to,  since 
he  can  do  as  well  as  teach:  For  the  past  de- 
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cade  PepsiCo's  sales  have  grown  at  an  an- 
nual compound  rate  of  17%. 

You  need  growth,  he  says,  not  just  for  its 
immediate  financial  reward  but  also  to 
keep  your  management  team  energized 
and  renewed  with  fresh  talent,  so  you  can 
stay  vibrant  for  the  future.  A  static  compa- 
ny has  no  opportunity  for  gifted  managers 
to  build  anything;  they  either  leave  or  end 
up  focused  inward,  struggling  among  them- 
selves for  a  bigger  piece  of  the  same-size 
pie,  instead  of  looking  out  toward  the  com- 
petitive horizon.  Or,  just  as  destructive, 
they  focus  on  the  trivial  and  bureaucratic, 
turning  an  organization  into  an  impotent 
mandarin  court,  where  no  promising  young 
person  would  want  to 
work,  and  the  future  is 
lost. 

That's  why  Calloway 
thinks  his  key  role  is  to 
create  a  culture  of 
growth — one  that  stimu- 
lates risk  taking  and 
molds  young  managers 
with  the  self-confidence 
and  know-how  to  build 
new  businesses.  It's  a 
subtle  process.  Says 
Calloway:  "You  can't 
just  get  a  memo  from  the 
CEO  that  says,  'Stop  be- 
ing so  risk-averse,  dam- 
mit, or  I'll  have  your 
head.' " 

The  culture  starts  with 
the  kind  of  people  you 
hire  and  promote,  and 
Calloway  keeps  close  tabs  on  them.  Says 
he:  "I  spend  over  half  my  time  knowing 
those  folks.  Of  the  top  500  or  600  em- 
ployees, I  know  them  all."  That  includes 
the  26-year-old  up-and-comers,  too, 
whom  Calloway  likes  to  identify  early  and 
send  to  posts  around  the  world  for  an 
education  in  self-reliance  in  the  school  of 
hard  knocks.  "Then  you've  got  a  32-year- 
old  instead  of  a  52-year-old  that  you  can 
promote,"  he  says. 

At  the  core  of  the  growth  culture  is  one 
key  value.  Explains  Calloway:  "It's  that 
whole  mindset  that  says,  T  don't  have  to 
keep  on  with  what  I'm  doing.  I  can 
change  the  game.'  To  play  the  game  the 
way  it's  being  played  now,  obviously 
there's  a  limit." 

Growth  managers  need  to  reconceive 
their  business  entirely,  riot  just  improve  it 
incrementally  at  the  edges.  They  need, 
says  vice  chairman  Roger  Enrico,  the  abil- 


ity to  break  the  rules,  "to  be  able  to  think 
outside  the  box,  not  to  be  mesmerized  by 
the  limitations  of  the  way  things  are 
done."  And  how  do  you  get  growth?  Says 
Enrico:  "It's  all  in  the  mind;  it's  a  mind- 
set." 

PepsiCo's  Pizza  Hut  division  is  a  per- 
fect example  of  what  Calloway  and  Enrico 
mean  by  radically  redefining  your  busi- 
ness. Watching  Domino's  swallow  90%  of 
the  growth  in  the  chain  pizza  business 
when  it  began  delivering  in  1985,  Pizza 
Hut's  management  decided  to  see  Domi- 
no's bet  and  raise  it.  Till  then.  Pizza  Hut 
had  thought  of  itself  as  a  restaurant  chain. 
No  more.  Henceforward,  recalls  Pizza 
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then  it's  just  a  question  of  what  you  want 
to  deliver." 

PepsiCo's  growth  culture  even  turns 
cutting  back  into  fuel  for  expansion.  Says 
vice  chairman  Enrico:  "The  people  who 
go  through  restructuring  and  downsizing 
without  a  plan  of  growth  are  like  the  peo- 
ple who  consume  assets  rather  than  invest 
in  them."  When  he  himself  ran  Pepsi's 
Frito-Lay  division,  he  worried  that  his 
12%  growth  rate  was  not  only  droopy  by 
PepsiCo's  stellar  standards  but  also  wasn't 
sustainable  because  of  increased  competi- 
tion. So  in  1991  he  decided  to  trim  $100 
million  out  of  what  he  was  spending  to 
administer  the  business  by  dumping  1,800 
middle  managers,  and  to 
use  the  $100  million  that 
he  saved  to  make  the 
business  grow. 

Accordingly,  he  cut 
prices  and  poured  in- 
vestment dollars  into 
new  products  and  im- 
proved quality  The  re- 
sult: In  three  years, 
Frito-Lay  increased  its 
market  share  in  its  ma- 
ture business  by  five 
percentage  points,  and  it 
is  still  growing.  Compet- 
itors are  disheartened: 
Borden,  for  one,  has  its 
big  snack-food  business 
up  for  sale. 


A  spicy  new  market:  Students  scarf  Pizza  Hut's  pies  at  tliis  Nortli  Carolina  iiigii  scliool. 


Hut  boss  Allan  Huston,  the  strategy 
would  be  "to  go  from  being  a  pizza  res- 
taurant company  to  being  a  pizza  distribu- 
tion company" 

So  delivery,  of  course,  but  that  was  only 
a  first  step.  The  company  soon  began  to 
make  deals  with  "contract  feeders"  like 
Host  Marriott  to  provide  the  materials  for 
pizza  served  in  airports,  hospitals,  col- 
leges, schools,  even  corporate  cafeterias. 
Pizza  Hut's  revenues  more  than  doubled. 
Moving  even  further,  a  trial  Pizza  Hut 
concession  in  several  Wal-Marts  is  now 
serving  up  slices. 

For  the  further  future,  it's  on  beyond 
pizza.  As  part  of  another  of  those  changes 
in  mindset  that  build  businesses,  the  com- 
pany is  experimenting  with  dinners  like 
chicken  or  pasta  that  could  be  sent 
through  its  delivery  operation.  Explains 
Huston:  "The  product  in  delivery  is  actu- 
ally the  service.  Once  you  realize  that. 


Without  doubt,  it's 
easier  to  get  a  dollar  of 
profit  growth  by  cutting  costs  than  by  rais- 
ing revenues.  But  investors,  the  final  arbi- 
ters of  value,  well  know  that  those  two 
dollars  are  very  unlike  in  terms  of  the  fu- 
tures they  presage  for  the  companies  in 
question.  A  new  study  of  847  big  public 
corporations  by  Mercer  Management 
Consulting  in  Boston  neatly  quantifies 
this  difference.  It  found  that  the  com- 
pound annual  growth  rate  in  the  market 
value  of  the  companies  that  achieved 
higher-than-average  profit  growth  but 
lower  revenue  growth  than  their  industry's 
average — the  cost  cutters,  in  other 
words— was  11.6  from  1989  to  1992.  By 
contrast,  the  companies  that  achieved 
their  higher-than-average  profits  as  a  re- 
sult of  higher-than-average  revenue 
growth  saw  their  market  value  jump  at  an 
annual  rate  double  that — 23.5%.  As  usual, 
the  market  looks  forward  with  wise 
eyes.  Q 
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.  ALL  IT  the  $725  restructur- 
^  ing.  Not  particularly  pricey 
for  a  $30-billion-a-year  pack- 
aged-goods  gargantua  like 
'  Procter  &  Gamble.  Why 
$725?  That's  the  premium  a 
brand-loyal  family  had  to  pay  in  1993  for  a 
year's  worth  of  P&G  products  vs.  private- 
label  or  low-priced  brands.  In  the  value  de- 
cade a  premium  like  that  spells  trouble — 
just  ask  Philip  Morris.  What  P&G  had  was  a 
few  hundred  bucks  of  evidence  that  high 
prices  were  slowly  transforming  the  compa- 
ny from  mass  marketer  to  mastodon. 

But  even  continents  can  move,  and  seis- 
mic activity  is  under  way  at  Procter  to  grind 
away  that  $725  bill.  "It  is  a  tectonic  shift  in 
a  huge,  iconic  corporation,"  says  Gordon 
Wade,  an  ex-P&Ger  with  the  Partnering 
Group  who  advises  many  P&G  competi- 
tors. "What  we  have  here  is  a  company  that 
has  created  a  platform  to  execute  a  strategy 
that  is  dramatically  superior  to  anything  its 
competitors  have  to  offer." 

The  new  platform  is  anchored  in  value, 
a  notion  these  days  about  as  original  as 
sin.  It  recognizes  the  obvious:  P&G  had 
been  overcharging  for  detergents  (Tide), 
toothpaste  (Crest),  cough  syrup  (Vicks), 
diapers  (Pampers),  and  such;  consumers 
then  began  underconsuming.  So  Procter, 
for  decades  the  ultimate  hierarchy — to  be 
unkind,  an  inwardly  pointed  pyramid  of 
anal-retentive  order  takers  loathed  by 
competitors  and  retailer  customers  alike — 
is  upending  the  pyramid. 
Reporter  Associate^;)/  Hadjian 
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The  telltale  of  this  course  shift  is  the 
company's  conversion  to  everyday  low  pric- 
ing (EDLP) — rvalue  pricing  to  Procter — as 
opposed  to  maintaining  high  list  prices 
punctured  by  frequent  and  irregular  dis- 
counts. Less  understood,  and  far  more  crit- 
ical to  P&G's  future,  is  the  teardown  and 
rebuild  of  nearly  every  activity  that  contrib- 
utes to  high  costs.  Says  Frank  Blod  of  the 
New  England  Consulting  Group:  "EDLP  is 
the  manifestation  of  a  very  dramatic  busi- 
ness shift,  a  bold,  high-risk  new  direction 
for  a  corporation  of  this  size." 

P&G  is  redesigning  the  way  it  develops, 
manufactures,  distributes,  prices,  markets, 
and  sells  products  to  deliver  better  value  at 
every  point  in  the  supply  chain.  A  new  man- 
agement structure  is  three  levels  lighter,  to 
make  the  company  a  swifter  global  market- 
er. As  for  P&G's  vaunted  brands,  these 
once  regal  equities  will  bend  to  the  wishes 
of  consumers  everywhere — South  America, 
China,  the  U.S. — and  take  whatever  forms 
and  prices  the  far-flung  consumers  can  af- 
ford. Value  has  made  Procter  a  hunter  of 
revenues  rather  than  a  gatherer. 

CEO  and  agent  provocateur  Edwin  Artzt 
sees  this  reformation  as  the  only  way  to  re- 
kindle the  brand  loyalty  that  fired  P&G  in 
the  first  place.  Consumers  aren't  willing  to 
subsidize  costs  that  don't  show  up  in  the 
product,  he  says,  so  "redefining  consumer 
value  relates  to  being  aware  of  charging 
consumers  for  non-value-added  costs. 
That's  the  point  we  drive  home  to  our  peo- 
ple. The  hardest  thing  for  a  company  is  to 
change  its  thinking.  And  so  you  have  to 
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have  rules  that  give  us  intellectual  permis- 
sion to  make  changes."  The  cynical  may 
note  the  irony  of  P&G  making  a  rule  to 
make  rule-breaking  okay 

Mind  you,  "it's  beginning  to  work  like  cra- 
zy," says  Artzt,  63,  a  silo-smasher  who  has 
accelerated  the  revamping  begun  by  his  pre- 
decessor, John  Smale.  As  he  begins  his 
fourth  year  at  the  controls,  the  company  says 
that  in  22  of  32  categories,  domestic  unit  vol- 
ume and  market  share  are  rising.  Perhaps 
"recovering"  is  a  better  word.  Introducing 
EDLP  cost  Procter  plenty  of  sales,  some 
from  inventory  adjustments,  some  from  an- 
gry grocers  who  prefer  frenzied  promotions 
and  took  business  elsewhere.  Nevertheless, 
the  company  has  momentum  in  the  U.S.  and 
abroad  and  is  lowering  costs  dramatically 
Says  Andrew  Shore,  an  analyst  with 
Paine  Webber:  "P&G  is  more  than  a  winner 
long-term;  it's  one  of  the  biggest  winners." 

P&G's  announcement  in  late  1991  that  it 
would  convert  some  of  its  products  to 
EDLP  shocked  many  retailers  (a.k.a.  the 
trade).  Ditto  many  people  inside  the  com- 
pany They  had  no  inkling  of  the  move,  nor 
could  they  have  known  it  was  the  first  shot 
in  a  revolution  whose  outcome  was  un- 
planned and  unknown.  Says  a  former  exec- 
utive: "The  way  Procter  advanced  EDLP 
was  a  preemptive  strike  inside  the  company 
as  weU  as  at  the  trade." 

Something  dramatic  was  necessary, 
because  Procter  was  struggling  in  the 
churning  retail  channel.  The  growth  of 
membership  warehouse  clubs  such  as 
Costco  and  Pace,  and  of  discount  stores 


t1ead& 
Shoulders. 


■'I-LOHCIR- 

utnHG 


risco 


«!fir- 


00 


FABRIC  

SOFTEiEi 


Photograph  by  Michael  O'Neill 


MARCH  7,  1994    FORTUNE  75 


CORPORATE  PERFORMANCE 


like  Wal-Mart,  pulled  P&G  in  a  different 
direction  from  the  one  that  had  worked 
with  supermarkets  and  drugstores.  The 
new-style  retailers  weren't  interested  in  yo- 
yo prices;  they  wanted  goods  at  the  best 
price  day  in,  day  out,  in  truckload  quanti- 
ties and,  in  the  case  of  price  clubs,  delivered 
directly  from  the  factory,  not  via  a  ware- 
house. As  P&G  discovered  in  its  relation- 
ship with  Wal-Mart,  this  is  an  efficient  way 
to  do  business. 

Some  supermarkets  and  wholesalers  like 
the  old  way  just  fine.  They  want  case  allow- 
ances, cooperative  advertising  dollars,  and 
other  discounts  to  be  able  to  lure  shoppers 
into  the  store  with  hot  specials.  P&G's  ap- 
proach doesn't  eliminate  deals  completely. 
The  company  still  wants  to  be  able  to  re- 
ward consumers  for  their  loyalty,  and  an 
occasional  discount  is  still  a  good  way  to  do 
it.  But  the  company  does  want  consistency 
in  the  price  the  consumer  pays  at  other 
times. 

Procter  and  other  companies  didn't  see 
the  discounts  passed  on  to  consumers  reli- 
ably Many  distributors  stock  up 
with  huge  quantities  of  deal 
goods,  a  process  known  as  for- 
ward buying.  When  the  discount 
expires,  they  can  sell  at  reg- 
ular prices  goods  that  they  pur- 
chased on  the  cheap,  or  ship 
them  to  regions  that  aren't  "on 
deal,"  a  profit-spreading  tech- 
nique called  diverting. 

All  this  wheeling  and  dealing 
became  self-defeating.  Pre- 
EDLP,  consumers  increasingly 
bought  only  when  they  had  cou- 
pons or  spotted  a  temporary 
price  reduction,  particularly  in 
categories  like  diapers,  where  the 


"I  freely 
admit  that 
we  were 
just  attack- 
ing the 
symptoms 
of  a  broader 
problem/' 
says  Artzt. 


yearly  cost  of  keeping  baby  dry  runs  more 
than  $500.  This  shrewd  shopping  is  an  impor- 
tant reason  why  supermarket  sales  decreased 
1%  last  year,  says  a  study  by  Information  Re- 
sources published  in  Grocery  Marketing — the 
first  such  decline  ever  recorded.  Consumers 
also  discovered  that  private-label  products 
were  gaining  in  quality  and  were,  in  the  throes 
of  recession,  much  more  appealing  in  price. 

During  the  frenzy  to  keep  the  private- 
label  wolf  from  the  door,  P&G's  controls 
began  to  crumble.  The  sales  force  convert- 
ed "flexible"  marketing  programs  to  mere- 
ly shipping  pallet-loads  of  promotional 
money  to  retailers,  even  though  internal 
rules  limited  the  value  of  such  arrange- 
ments to  5%  of  total  sales  for  any  product. 
Says  Artzt:  "Somewhere  along  the  line,  and 
I  don't  know  where,  we  argued  that  5%  was 
impractical,  so  let's  raise  it  to  10%.  Sooner 
or  later  the  policy  goes  away."  At  one 
point,  17%  of  all  products  on  average  were 
being  sold  on  deal — and  in  some  categories 
100%.  "You've  lost  control,"  he  says.  "And 
you  don't  even  know  what  it's  costing  you." 

Worse,  this  promotional  tail- 
chasing  sent  costs  spiraling. 
The  company  was  making  55 
daily  price  changes  on  some  80 
brands,  necessitating  rework 
on  every  third  order.  Ordering 
usually  peaked  at  the  end  of  a 
quarter  (gotta  make  those 
numbers),  sending  factories 
into  paroxysms  of  overtime  fol- 
lowed by  periods  of  underutili- 
zation.  The  phenomenon  is 
known  as  the  buljwhip  effect. 
P&G  plants  ran  at  55%  to  60% 
of  rated  efficiency  on  average, 
with  huge  variations  in  output. 
The  paper  trail  became 


bumper-to-bumper,  and  retailers  disputed 
more  and  more  invoices  as  inaccurate  bill- 
ing increased  in  the  morass.  P&G  treated 
these  contested  charges  as  accounts  receiv- 
able, yet  80%  of  the  disputes  were  resolved 
in  the  customers'  favor.  The  accountants 
began  to  balk. 

EDLP  was  shock  therapy  to  break  this 
cost  spiral,  but  as  the  company  got  deeper 
into  it,  managers  realized  it  wasn't  enough. 
Says  Artzt:  "I  freely  admit  that  we  were 
just  attacking  the  symptoms  of  a  broader 
problem." 

Which  was:  P&G  could  not  deliver  ev- 
eryday low  prices  without  incurring  every- 
day low  costs.  And  P&G  could  not  have 
everyday  low  costs  unless  it  changed  funda- 
mentally its  overmanaged  organization. 
U.S.  boss  Durk  Jager,  a  protege  from 
Artzt's  Europe  days,  pushed  Artzt  relent- 
lessly to  break  the  mold. 

Out  of  this  emerged  SGE,  for  "strength- 
ening global  effectiveness."  A  group  of  11 
teams  collectively  examined  every  part  of 
the  company.  There  were  four  rules: 
Change  the  work,  do  more  with  less,  elimi- 
nate rework,  and  reduce  costs  that  can't  be 
passed  on  to  the  consumer.  Says  Stephen 
David,  a  vice  president  in  charge  of  one  of 
the  teams:  "The  first  thing  we  learned  is  that 
if  you  don't  make  the  commitment  to  take 
some  of  your  best  people  and  pull  them  off 
line,  you  will  not  get  the  results."  His  proj- 
ect, originally  scheduled  for  six  to  nine 
months  with  part-time  participants,  had  to 
be  converted  to  a  full-time,  yearlong  effort. 

David's  team,  guided  by  consultants  from 
Booz  Allen,  spent  six  months  benchmarking 
the  costs  of  the  sales  organization.  The  team 
analyzed  41  work  processes  that  the  company 
calls  its  customer  management  system  and 
found  that  Procter  had  the  highest  overhead 
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Competing  In  today's  marketplace 
requires  a  tremendous  investment  in 
information  and  teclinology.  Unfortunately, 
for  many  organizations,  this  investment 
has  yet  to  pay  off  in  a  way  that  significant- 
ly benefits  their  people  and  organization. 
The  reason?  Fragmented,  inefficient  sys- 
tems. ■  We  understand  the  complexities 
of  this  situation,  including  the  importance 
of  bringing  people  and  information  sys- 
tems together  and  doing  it  economically. 
Because  we're  an  open  systems  integra- 
tor, we  can  evaluate  your  situation 
objectively  and  provide  you  with  powerful, 
tailored  solutions — while  helping  you 
retain  as  much  of  your  originalinforma- 
tion  technology  investment  as  possible. 
■  Like  you,  we  measure  success  on  return 
on  investment  and  we  believe  account- 
ability is  crucial.  We  also  believe  in 
Brainware™that  is,  our  experience  and 
expertise  in  integrating  the  most  intelli- 
gent, cost  effective  solutions  into  an 
organization.  ■  Solutions  that  can  help 
streamline  a  company.  Solutions  that 
often  result  in  extraordinary  brealc- 
throughs  in  productivity.  ■  Interested? 
Gall  1-800-257-OPEN.  Tbgether,  who  Imows 
what  amazing  things  we'll  accomplish. 
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EVEN 
WITHOUT 
A  DROP 
OE  ENGINE 
COOLANT, 
IT  CREATES 
A  HIGHER 
STANDARD. 


You  have  no  water  or  coolant. 
Yoii  have  SO  m  iles  of  desert  to 
cross.  You  have  two  choices. 
You  can  ride  or  drive. 


m 


Seville  STS 

Creating  A  Higher  Standard 


Always  wear  safety  belts,  even  with  air  liaRs.  e  mi  CM  Ciirp,  All  rishts  tcscricd.  CADlLl^ACa  XOR'I'HS'I'ARb  SE\'ILLI-;3 


In  almost  any  car,  a  total  loss  of 
coolant  could  leave  you  stranded. 
But  not  in  the  Seville  STS  with 
the  Northstar  System  by  Cadillac. 
Because  its  patented  Northstar 


V8  is  so  adaptive  that,  if  necessary  its  two  banks  of  cylinders  to  help 
for  your  safety,  it  is  engineered  to      prevent  overheating.  The  result: 


sense  major  engine  coolant  loss 
automatically.  It  then  begins 
alternately  firing  and  air-cooling 


you  could  travel  up  to  50 
miles— even  in  desert  heat- 
without  a  single  drop  of  coolant. 


CORPORATE  PERFORMANCE 


in  the  business.  No  wonder.  Procter's  sales 
force  faced  U.S.  retailers  with  five  divisions  in 
three  sales  layers,  selling  more  than  2,300 
stock-keeping  units  (SICUs)  in  34  product  cat- 
egories with  17  basic  pricing  brackets  and 
endless  permutations. 

Result:  The  quarterly  sales  promotion 
plan  for  health  and  beauty  products  alone 
ran  to  more  than  500  pages  and  was  sent  to 
every  salesperson.  Five  P&G  trucks  could 
pull  up  to  a  retailer's  dock  on  any  day,  rep- 
resenting five  separate  contacts  for  order 
verification,  delivery  times,  and  whatnot. 
Says  Richard  E.  Fredericksen,  an  executive 
at  American  Stores,  a  Salt  Lake  City-based 
multiregional  food  and  drug  retailer: 
"There  were  so  many  levels  and  so  many 
parts;  to  get  a  purchase  order  correct  was 
almost  an  act  of  God." 

The  goal  of  the  overhaul  is  to  make  the 
distribution  chain  linking  supplier,  whole- 
saler, retailer,  and  consumer  more  like  a 
continuous  loop.  This  partnering  replaces 
the  old  piecemeal  ordering  system  with 
continuous  product  replenishment 
(CPR)— call  it  Just  in  Tide.  In  this  new 
world,  when  a  box  of  detergent  is  scanned 
at  the  checkout,  the  information  is  trans- 
ferred directly  to  the  manufacturer's  com- 
puters, which  figure  out  automatically  where 
and  when  to  replenish  the  product.  This  pa- 
perless exchange  minimizes  mistakes  and 
bill-backs,  squeezes  inventory,  decreases 


out-of-stocks,  and  improves  cash  flow. 

These  improvements  feed  on  each  other. 
Since  July,  for  instance,  P&G  has  reduced 
the  number  of  price  changes  from  55  a  day 
to  one  and  the  number  of  pricing  brackets 
from  17  to  three.  Improved  ordering  is  in- 
creasing inventory  turns  at  customer  ware- 
houses from  about  16  a  year  to  about  27, 
with  one  category,  paper,  doing  as  many  as 
70  turns. 

Factories  are  humming  more  steadily, 
boosting  efficiency,  as  P&G  measures  it, 
from  55%  to  over  80%  companywide. 
North  American  inventories  are  down 
10%,  and  manufacturing  chief  Gary  Martin 
estimates  that  figure  could  double  in  a  year. 
That's  because  only  25%  of  orders  fall  un- 
der CPR.  Some  outside  consultants  believe 
that  at  50%  CPR,  savings  will  accelerate 
disproportionally 

Artzt  has  charged  the  factories  to  deliv- 
er products  in  the  1994-95  fiscal  year  at 
the  1990-91  cost.  Martin  says  the  compa- 
ny is  ahead  of  the  curve.  One  cost  saver: 
P&G  is  demanding  that  suppliers  to  the 
catamenial  (feminine  products),  diaper, 
hair  care,  and  laundry  detergent  catego- 
ries bid  for  global  business.  Artzt  also 
wants  P&G  to  get  improved  products  to 
market  faster,  and  he  has  never  been  mis- 
taken for  Job.  It  used  to  take  the  supply 
gang  a  tortoise-like  44  months  to  make  a 
diaper  change  worldwide.  For  Pampers 


Phases,  the  calendar  now  reads  20 
months.  A  recent  detergent  improvement 
was  clocked  at  13  months. 

MPROVED  efficiency  has  some 
ugly  consequences.  The  company 
can  make  as  much  detergent  in  four 
plants  as  it  used  to  make  in  12.  It 
took  a  $1.5  billion  charge  against 
earnings  in  July  to  eliminate  some 
13,000  jobs  worldwide,  12%  of  the  total. 
P&G  announced  in  January  it  will  close 
some  30  factories  around  the  world,  includ- 
ing four  in  the  U.S. 

As  it  happens,  America's  packaged- 
goods  manufacturers,  wholesalers,  brokers, 
and  retailers  are  in  the  middle  of  an  unprec- 
edented cooperative  reengineering  effort  to 
eliminate  an  estimated  $30  billion  of  surplus 
costs  caused  by  excess  handling,  paperwork, 
and  inventory.  For  instance,  the  industry  is 
trying  to  develop  protocols  for  electronic 
ordering.  The  effort  supports  P&G's  ver- 
sion of  a  manufacturer-wholesaler-retailer 
chain  in  which  products  are  ordered,  re- 
plenished, billed,  and  paid  for  electronical- 
ly; inventories  can  be  measured  in  hours 
rather  than  weeks;  promotional  deals  are 
minimized;  and  most  important,  the  prices 
consumers  pay  for  P&G  brands  are  compet- 
itive with  store  brands'. 

Achieving  this  last  part  may  not  be  easy. 
Retailers  complain  that  P&G  products 
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arrogance. 


tend  to  provide  low  gross-prof- 
it margins.  Reducing  the  price 
to  retailers  in  some  cases  sim- 
ply makes  the  margins  de- 
cent— and  now  P&G  wants  the 
retailer  to  give  them  up  by  cut- 
ting prices  to  consumers. 
"Their  overriding  objective  is 
to  dominate  the  way  these 
products  are  sold  in  American 
food  distribution.  I've  never 
met  a  company  [other  than 
P&G]  that  actually  hated  its 
customers,"  says  an  unhappy 
food  retail  executive. 

But  other  retailers  are  buyers. 
American  Stores  says  the  pro- 
gram has  improved  its  sales  and  profits  on 
Procter  products,  lowered  inventory,  and  in- 
creased cash  flow.  Others  are  impressed  with 
the  new  attitude  that  has  accompanied  the 
change  in  business  strategy.  Says  Hugh  Far- 
rington,  CEO  of  Hannaford  Bros.,  a  New 
England  chain:  "What  has  changed,  and  it's  a 
significant  change,  is  that  they  are  working 
with  us  and  we  with  them  to  look  at  collective 
businesses  and  look  at  efficiencies." 

For  its  part,  P&G  owned  up  to  the  fact  that 
many  of  the  myriad  sizes  of  similar  items  are 
inefficient  to  distribute  and  often  unprofit- 
able to  sell  when  all  costs  are  properly  allocat- 
ed. So  Procter  decided  to  eliminate  25%  of  its 
SKUs.  Yet  EDLP  makes  up  in  higher  profit 


"We  have  a 
much  better 
view  of 
our  own 
mortality. 

hat  IS 
a  great 
reliever  of 


whatever  is  lost  on  inefficient 
sales.  Says  Blod:  "EDLP  gets 
you  a  3%  to  5%  decrease  on  the 
cost  of  goods.  You  literally  can 
afford  a  lower  market  share." 

The  overwhelming  number  of 
changes  is  rattling  P&G's  insular 
culture,  typically  described  as  ar- 
rogant. That's  not  all  bad,  says 
Artzt:  "We  have  a  much  better 
view  of  our  own  mortality,  and 
that  is  a  great  reliever  of  arro- 
gance. When  you  realize  that  we 
lived  with  25  years  of  declining 
shares  in  the  hard-surface  clean- 
er business  in  the  U.S.  [that's 
Comet,  Mr.  Clean,  and  Spic  and 
Span  cleansers]  and  with  the  near  demise  of 
Ivory,  probably  the  greatest  company  brand, 
you  realize  there  has  to  be  some  cultural 
change  to  reverse  that." 

Artzt  isn't  everyone's  favorite  brand  of 
cake  mix.  He's  hands-on,  with  a  range  that 
extends  from  advertising  details  to  throats. 
"There  are  a  tremendous  number  of  P&G 
resumes  on  the  street,"  says  a  former  senior 
executive,  now  at  another  packaged-goods 
company.  But  even  Artzt's  critics  admire 
his  courage  in  tackling  the  P&G  monster. 
Naturally  Artzt  prefers  the  subject  to  be 
P&G,  and  he  has  a  point.  Like  him  or  not, 
he  is  a  type  of  changemeister  that  doesn't 
come  along  often  in  American  corpora- 


tions, and  his  work  merits  a  look. 

Many  on  the  inside  don't  miss  the  old 
days.  Says  Stephen  David  of  the  customer 
management  team:  "Most  people  haven't 
seen  a  whole  lot  of  change  in  the  top  and 
middle  of  P&G  in  a  long  while.  We  had 
grown  into  the  size  of  suits  we  were  wear- 
ing. What  happened  is  that  this  suit  got  a 
lot  smaller  all  the  way  around." 

HE  CULTURE  shift  extends 
even  unto  P&G's  holiest  arti- 
facts, its  brands.  Where  once 
they  were  monoliths,  the  com- 
pany is  devising  a  marketing 
-      version  of  hub-and-spoke: 
fashioning  megabrands  of  America's  Tide 
or  Europe's  Ariel  to  defend  the  fortress  but 
also  applying  the  mother  brand  to  flanking 
or  extender  products — Tide  With  Bleach, 
for  example. 

That's  a  big  change.  P&G  once  created  a 
new  brand  for  every  new  technology;  a  new 
formulation  like  Tide  With  Bleach  would 
have  been  given  a  completely  new  name. 
But  that  strategy  left  the  old  brands  open  to 
attack.  Says  Artzt:  "We  trapped  ourselves, 
at  times,  into  thinking  that  the  best  way  to 
bring  new  technology  to  the  market  was  to 
bring  it  out  as  a  second  brand.  But  you 
don't  deny  it  to  your  market  leader,  or  you 
are  going  to  lose  market  leadership." 

The  company  learned  this  lesson  the 
hard  way  in  the  diaper  business  when  it  de- 
veloped a  new  shaped-diaper  technology 
and  created  a  new  brand  for  it,  Luvs,  in- 
stead of  extending  its  main  brand.  Pampers. 
Kimberly-Clark  immediately  incorporated 
a  shaped  design  into  its  main  brand,  Hug- 
gies,  and  gave  P&G  a  thumping.  Incredibly, 
P&G  made  the  same  mistake  with  gender- 
specific  diapers  in  1987  and  got  further  be- 
hind the  curve  more  recently  \yhen 
Kimberly-Clark  introduced  training  pants. 

Similar  goofs  hurt  Ivory  soap  and  Spic 
and  Span  cleaner.  "My  greatest  disappoint- 
ment has  been  the  long-term  decline  of 
Ivoiy,  which  I  have  been  convinced  was  due 
to  the  fact  that  we  didn't  properly  under- 
stand the  Ivoiy  concept,"  says  Artzt.  Procter 
believed  Ivory  was  soap  and  soap  was  Ivory, 
instead  of  seeing  it  as  a  pure  cleaning  prod- 
uct that  could  retain  that  identity  while  tak- 
ing on  new  features.  Improvements  such  as 
soap  with  cold  cream  were  marketed  as  new, 
unrelated  brands,  to  Ivory's  detriment. 

Spic  and  Span  has  survived  45  years  of 
share  decline,  a  statistic  that  says  as  much 
about  the  lasting  value  of  brand  equity  as 
about  P&G's  ineptitude.  Last  year  the  com- 
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Studies  of  what  consumers  can  afford  lead  to  lower-priced  brands,  like  Pampers  Uni  in  Brazil. 


pany  finally  imbued  it  with  modern  quali- 
ties and  new  formulas — a  Spic  and  Span 
bathroom  spray  cleaner,  for  example — and 
a  turnaround  is  possible.  This  is  why  you're 
seeing  Tartar  Control  Crest  and  Crest  With 
Baking  Soda  rather  than  new  brands  of 
toothpaste. 

Another  revolutionary  idea  taking  hold 
at  P&G:  .reversing  its  decades-old  method 
of  creating  new  products.  P&G  used  to  rely 
on  R&D  to  produce  miracles,  then  priced 
them  to  cover  the  lab  bill  plus  a  profit  and 
sold  them  to  anyone  who  could  cough  up 
the  premium.  Problem:  In  a  world  econo- 
my where  most  of  the  growth  is  in  develop- 
ing nations,  Procter's  old  model  tends  to 
keep  new  products  out  of  the  hands  of  con- 
sumers rather  than  in  them. 

Seemingly  obvious  solution:  Figure  out 
what  consumers  in  various  countries  can  af- 
ford, then  develop  products  they  can  pay 
for.  For  instance,  in  Brazil  the  company  re- 
cently launched  a  diaper  called  Pampers 
Uni,  a  less  expensive  version  of  its  main- 
stream product.  The  strategy  is  to  create 
price  tiers,  hooking  customers  early  and 
then  encouraging  them  to  trade  up  as  their 
incomes  and  desire  for  better  products 
grow. 

Aligned  with  the  products-for-people- 
and-places  approach  is  this  somewhat  sur- 
prising notion:  P&G  is  globalizing.  While  it 
has  long  sought  to  make  world  products,  the 
company  has  been  slow  in  coordinating 
R&D,  sourcing,  and  marketing  strategy.  Al- 
though this  seems  late  in  coming,  the 


company  is  strengthening  its  global  man- 
agement matrix.  In  this  matrix,  an  executive 
might  have  operating  responsibility  for  the 
U.S.  diaper  business  as  well  as  responsibility 
for  a  global  diaper  strategy.  The  company  is 
stressing  regional  management  over  coun- 
try management.  In  South  America  a  re- 
gional matrix  focused  on  customers  has 
replaced  a  country-by-country  structure. 
Executives  say  this  matrix  can  handle  twice 
the  business  it  is  now  doing  with  the  same 
staff. 

The  aim  is  reasonable  enough:  When 
Procter  gets  its  hands  on  an  innovation  or  a 
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■A  rebound  in 
domestic  market 
share  and  solid 
international 
growth  have 
made  P&G  one 
of  the  few  solid 
buys  among 
packaged-goods 
stocks  this  year. 


product  with  global  potential,  rolling  it  out 
quickly  worldwide  is  important.  Artzt  is  par- 
ticularly proud  of  Procter's  record  with  Pan- 
tene,  a  shampoo  that  zoomed  to  $700  million 
in  global  sales  from  about  $50  million  in  1985. 

With  the  additions  of  Max  Factor  and  Be- 
trix,  a  leading  European  brand,  to  its  Cover 
Girl  brand  (purchased  with  Noxell  in  1989), 
Procter  has  become  an  international  power 
in  mass-market  cosmetics.  There  will  be  no 
withholding  of  beauty  secrets.  Alonger-last- 
ing  lipstick  developed  by  Noxell,  for  in- 
stance, will  be  available  to  all  three  brands 
simuhaneously,  even  if  packaging  and  colors 
reflect  local  tastes.  At  P&G  the  process  is 
called  "search  and  reapply." 

Procter's  grand  plan  still  has  some  holes. 
The  U.S.  diaper  business  is  struggling  de- 
spite three  price  cuts  in  the  past  year.  "We'll 
have  it  right  in  12  to  18  months,"  says  Durk 
Jager  with  confidence.  P&G  recently  intro- 
duced training  pants  to  compete  with  Kim- 
berly-Clark's  PuU-Ups  and  promises  a  new 
product  come  fall.  The  cosmetics  business 
has  some  blemishes  too — the  company  re- 
cently killed  the  Clarion  brand. 

Industrywide,  competitors  have  zeroed  in 
on  Procter's  shrinking  promotional  pool  and 
one-size-fits-all  program.  A  recent  Lever 
Bros,  ad  in  Supermarket  News  promised, 
"We  know  every  customer  is  different.  And 
every  market  unique" — a  not-so-veiled  at- 
tack on  P&G's  new  pricing  strategy. 


1989  '90   '91  '92  '93  '94 


SALES  (latest  four  quarters) 

$30.1  billion 

Change  from  year  earlier 

Down  1 .0% 

NET  PROFIT 

$606.0  million 

Down  30.7% 

RETURN  ON  EQUITY 

7.3% 

TOTAL  RETURN  TO  INVESTORS  23.9% 

1/31/89-1/31/94  (annual  rote) 

PRICE/EARNINGS  MULTIPLE  78.2 

DIVIDEND  YIELD 

2.1% 

ETAILERS  SAY  P&G  is 
about  two-thirds  of  the  way 
home  on  EDLP.  The  compa- 
ny still  needs  lower  prices  on 
\  \  some  products  and  better  co- 
mm  ordination  on  ordering.  Even 
if  P&G  doesn't  get  there,  the  journey  will 
have  been  worth  something.  Says  Artzt: 
"You've  got  to  envision  the  risk  in  staying 
where  you  are.  If  we  don't  change,  we  are 
going  to  decline.  And  any  dechne  in  an  insti- 
tution is  a  threat  to  its  survival." 

P&G's  main  competitors,  Unilever,  Nes- 
tle, and  Colgate-Palmolive,  are  sticking  with 
a  system  of  highly  autonomous  divisions  and 
varied  pricing.  This  raises  a  question:  If 
P&G's  overhaul  is  successful,  will  it  compel 
the  rest  of  the  industry  to  follow?  Says  Gary 
Stibel  of  New  England  Consulting:  "People 
underestimate  the  commitment  and  convic- 
tion behind  P&G's  business  strategy.  But 
next  year  some  companies  are  going  to  real- 
ize that  P&G  may  have  given  itself  a  signifi- 
cant advantage  longer  term."  And  then  it 
will  be  the  other  guys'  turn  to  re-create 
themselves.  If  they  can.  Q 


82  FORTUNE    MARCH 7, 1994 


Coal  may  not  be  considered  a  luxury,  but  that's  precisely 
the  reason  we  think  it  makes  such  a  smart  investment. 

Because  the  demand  for  coal  is  constant  and  strong  in 
every  environment.  It  remains  a  necessity  even  during  a 
recession,  while  the  demand  for  diamonds  tends  to  fall  by 
the  wayside. 

Which  is  exactly  why  Hanson  added  The  Peabody  Group's 
U.S.  and  Australian  coal  operations  to  its  portfolio.  Other 
Hanson  operations  include  building  materials,  forest  products, 
chemicals,  and  such  well-known  consumer  brand  names  as 
Farberware  cookwai'e.  Tommy  Armour  Golf  equipment  and 
Jacuzzi  Whirlpool  Baths. 


Since  being  listed  on  the  New  York  Stock  Exchange  in 
1986,  sales  have  soared  to  $15  billion,  while  total  market 
capitalization  is  over  $20  billion.  At  the  end  of  1993,  our 
gross  yield  was  5.3%,  double  the  average  of  the  S&P  500. 

There  is,  of  course,  a  reason  for  our  success:  a  manage- 
ment philosophy  steeped  in  common  sense.  Namely,  to 
own  basic  businesses  that  provide  good,  essential  products 
and  services  and  then  keep  a  firm  eye  on  the  bottom  line. 

Which  ultimately  means  that  while  Hanson  may  never 
be  the  perfect  accessory  for  an  evening  gown,  you  might 
consider  it  for  your  investment  portfolio. 

For  a  copy  of  Hanson's  Annual  Report  call  1-800-8-HANSON. 


HANSON 


AGGREGATES  •  CHEMICALS  •  COAL  •  CONSTRUCTION  &  BUILDING  PRODUCTS  ■  FOREST  PRODUCTS  ■  TOBACCO 


WITH  A  CD,  THE  SENSATION 

_    GROWLS,  SHAKES  and  SNARLS.  BuT 
WHERE  YOU  BUY  IT  WON  T  SCARE  YOU. 
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cmnpfltiWe  does  things  you've  never  seat  a  ]xrsoiml  cmnpiter  do.  Life  teach  your  Uds  in  staw  sound,  with  pdures 
that  move.  Provide  voia  mail  for  the  whole  family.  Even  send  and  receive  faxes.  So  it's  no  surprise  that  the 


Saisation  received  BYTE  Magazine's  User's  Oioia  Aivard.  But  thm,  taking  the  mystery  and  confisioir  out 
of  consumer  electronics  is  what  Butdio  Shacli  is  all  ahout.  Bring  your  family  to  see  the  Sensation  today. 


At  a  place  where  the  latest  tahnology  inigte  tranWe  and  roar,  hut  it  caiairdy  won't  lite. 


CORPORATE  PERFORMANCE 


Companies  to  Watch 


By  John  Labate 


MADGE  N.V. 


I  Not  many  companies  grow  up  to  be 
i  multinationals,  but  Madge  N.V.,  which 
develops  hardware  and  software  for  the 
computer  networking  market,  was  designed 
as  one  from  the  start.  Instead  of  operating 
from  a  single  headquarters,  Madge  has  four 
business  and  research  centers,  in  San  Jose, 
London,  Tokyo,  and  Hong  Kong.  "Because 
we  began  in  the  relatively  small  English 
market,  we  had  to  think  globally  right 
away,"  says  founder  and  CEO  Robert 
Madge,  who  started  the  company  in  1986. 
Madge  is  incorporated  in  the  Netherlands,  and  about  45%  of  its 
sales  are  outside  North  America. 

Madge  designs  all  its  networking  products  using  a  standard 
known  as  token  ring.  Most  computer  networks  operate  on  either  a 
token  ring  or  an  ethernet  system.  Both  systems  control  the  flow  of 
communications  and  data  between  computers  on  a  network,  but 
token  ring  was  developed  by  IBM  in  the  mid-1980s  to  improve  the 
handling  of  large  volumes  of  transactions.  Typical  users  include 
banks  and  airlines.  IBM  dominates  the  token  ring  market,  with  a 
60%  to  70%  share;  Madge  is  second,  with  about  10%.  It  has  man- 
aged to  steal  away  some  large  corporations  from  IBM  by  introduc- 


Airlines  book  flights  with  i^adge  network  boards. 


ing  a  steady  stream  of  high-speed  product 
enhancements  and  new  token  ring  designs. 
NationsBank  and  Mazda  both  defected 
from  IBM  to  Madge. 

Madge's  products  include  the  hardware 
that  links  computers  to  a  network — such  as 
adapter  boards,  wiring  hubs,  and  routers — 
as  well  as  the  internal  software.  Frederic  Co- 
hen, a  senior  technology  analyst  at  Laden- 
burg  Thalmann  &  Co.,  expects  1994  net  in- 
come to  rise  53%,  to  $26  million,  on  a  52% 
surge  in  revenues,  to  $221  million.  The  stock 
traded  recently  on  Nasdaq  at  $12.88,  or  16  times  Cohen's  estimate  of 
1994  earnings  per  share.  Robert  Madge  holds  73%  of  the  shares. 

Madge  does  most  of  its  research  at  its  English  site,  which  coordi- 
nates worldwide  product  development.  The  R&D  done  in  the  U.S. 
and  Japan  involves  software  sold  for  specific  apphcations  in  those 
countries.  Madge's  newest  center,  in  Hong  Kong,  is  just  starting  its 
own  product  research.  Later  this  year  the  company  will  introduce  a 
new  line  of  networking  hardware  and  software  for  the  multimedia 
market.  Using  technology  known  as  asynchronous  transfer  mode,  or 
ATM,  the  products  will  move  data  even  faster  than  token  ring  and 
will  transmit  video  images. 


PEOPLESOFT 


CHICO'S 


■  Designing  software  for  the  human- 
resources  market  may  not  sound  veiy  excit- 
ing, but  PeopleSoft  knows  a  good  business 
when  it  sees  one.  The  company,  in  Walnut 
Creek,  California,  sells  its  products  to  large 
and  midsize  companies.  Each  of  its  five 
packages  helps  manage  a  specific  adminis- 
trative function,  such  as  employee  benefits, 
payrolls,  and  flexible  spending  claims.  Hew- 
lett-Packard, a  major  customer,  chose  Peo- 
pleSoft products  to  handle  hiring,  wage,  and 
performance  data  on  employees  at 
headquarters  in  Palo  Alto.  Other  customers 
include  Monsanto  and  American  Express. 

In  an  attempt  to  expand  into  other  prof- 
itable niches,  in  1992  the  company  began 
selling  a  second  line  of  software  designed  for 
financial  applications,  including  asset  man- 
agement, accounts  receivable,  and  accounts 
payable.  The  financial  software  is  now  the 
company's  fastest  seller  and  contributes 
28%  of  revenues.  Franklin  Michnoff,  an  an- 
alyst at  Prudential  Securities,  expects  net  in- 
come in  1994  to  increase  40%,  to  $11.8  mil- 
lion, on  a  63%  surge  in  revenues,  to  $95 
million.  The  stock  traded  recently  on  Nas- 
daq at  $31,  or  34  times  Michnoff's  estimate 
of  1994  earnings  per  share.  Overseas  sales 
contribute  about  17%  of  PeopleSoft's  total 
revenues. 


million,  on  a  37%  increase  in  sales,  to  $64 
million.  The  stock  traded  recently  on  Nas- 
daq at  $12.75,  or  16  times  Shain's  estimate  of 
1994  earnings  per  share.  Most  of  Chico's 
clothes  are  cotton,  but  it  expanded  recently 
into  silks,  wopls,  rayons,  and  linens.  The 
company  franchises  16  of  its  stores.  Q 


■Each  year  Chico's  picks  a  new  theme  for 
its  casual  women's  clothes — ethnic,  floral. 
Southwestern — and  then  produces  them  in 
a  range  of  styles,  colors,  and  sizes.  The  com- 
pany, in  Fort  Myers,  Florida,  targets  30-  to 
55-year-olds,  to  whom  it  sells  a  full  line  of 

exclusively  made  private-   .  

label  clothing,  jewelry,  and  Earth  tones  and  ethnic  prints  are  all  the  rage  at  Chico's  this  year, 
accessories.  "We  do  not  gi 
chase  trends,"  says  CEO  I 
Jeffrey  Zwick.  "We  focus 
on  a  wardrobe,  and  every- 
thing in  the  store  coordi- 
nates." Chico's  does  its 
own  pattern  designing  in 
Florida  and  contracts  the 
manufacturing  to  compa- 
nies in  Turkey,  Guatema- 
la, and  elsewhere  over- 
seas. It  has  94  stores  in  26 
states,  with  a  heavy  con- 
centration in  Florida  and 
California. 

The  company,  which  be- 
gan in  1983,  plans  to  open 
at  least  22  new  stores  this 
year.  Paul  Shain,  an  ana- 
lyst at  Robert  W.  Baird  & 
Co.,  expects  1994  net  in- 
come to  rise  33%,  to  $6.4 
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Companies  like  GE,  IBM,  and  J.P.  Morgan  are  on  the  Internet,  that  web  of  25,000  computer 
networks  connected  worldwide.  You  should  be  there  too.  Here's  what  to  expect.  1.1  by  Rick  Tetzeli 


CALL  1993  the  year  of  the  an- 
nouncement. Ambitious  corpora- 
3,  tions  belhed  up  to  the  pubUcity 
bar,  bragging  about  the  billions 
of  dollars  they  would  spend  deliv- 
ering something  called  the  "infor- 
mation superhighway,"  which  will  arrive  at 
your  doorstep  in  1995  or  1996  or  1997  or 


thing.  The  Internet's  lack  of  a  command 
center  reflects  its  origin,  in  1969,  as  a  De- 
fense Department  network  designed  to 
survive  nuclear  attack.  Rather  than  route 
messages  through  central  (and  therefore 
bombable)  control  points,  the  network 
makes  use  of  thousands  of  computers 
linked  by  thousands  of  different  paths. 
Each  message  carries  an  address  that  lets 


Meanwhile,  a  surprisingly  wide 
range  of  other  companies,  including 
General  Electric,  IBM,  J.P.  Morgan, 
Merrill  Lynch,  Motorola,  Schlum- 
berger,  and  Xerox,  are  making  use  of 
the  information  highway  that  already 
exists:  the  Internet,  a  global  web  of 
25,000  computer  networks.  The  Inter- 
net is  more  than  a  two-lane  version  of 
the  "real  thing."  While  the  information 
superhighway  generated  only  publicity 
last  year,  the  Internet  more  than  dou- 
bled in  size — an  estimated  20  million 
people  now  have  access.  According  to 
Anthony  Rutkowski,  vice  president  of 
the  Internet  Society,  a  volunteer  group 
that  promotes  Internet  use,  three- 
quarters  of  that  growth  came  from 
newly  ,  registered  commercial  networks. 
Of  the  networks  registered  worldwide, 
63%  belong  to  businesses  or  their  re- 
search labs.  The  next  category,  with 
10%,  is  university  labs. 

So  companies  are  signing  on,  and 
fast.  But  why?  After  all,  the  Internet  ^ 
is  difficult  to  negotiate,  because  you  gen- 
erally need  to  know  commands  in  Unix, 
computer  software  familiar  mainly  to  re- 
searchers and  nerds.  Information  is  hid- 
den away  in  news  groups  with  strange 
names  like  comp.humanfactors  or  at  net- 
work locations  like  wuarchive.wustl.edu. 
There's  no  comprehensive  directory  and 
less  privacy  than  you'd  like— certainly  not 
enough  to  safeguard  sophisticated  finan- 
cial transactions. 

What's  more,  nobody  really  runs  the 


3LEICK  /  The  Pipeline 
_j  The  author  of  Chaos  is  helping  to  bring  order  to 
Internet  with  software  that  makes  it  easier  to  use. 


any  of  the  computers  forward  it  toward  its 
destination.  Messages  usually  arrive  in  sec- 
onds, but  on  rare  occasions  they  vanish 
into  cyberspace;  their  senders  have  little 
choice  but  to  try  again.  Says  Ken  McGee,  a 
vice  president  with  the  Gartner  Group 
consulting  firm  in  Stamford,  Connecticut: 
"When  something  goes  wrong  on  the  In- 
ternet, what  are  you  going  to  do?  Call  1- 
800-Al-Gore?" 

But  connecting  your  corporate  network 
to  this  high-tech  maelstrom  is  neither  fool- 


ery nor  faddishness.  Mary  Cronin,  a  Boston 
College  professor  and  author  of  the  book 
Doing  Business  on  the  Internet,  says  there 
are  short-term  and  long-term  reasons  for 
hooking  up:  "Businesses  want  the  Internet 
to  provide  x,  y,  and  z  right  away  It  can.  But 
the  most  compelling  argument  for  connect- 
ing is  that  the  Internet  is  the  biggest  and 
earliest  manifestation  of  the  way  business  is 
going  to  be  conducted  from  now  on. 

(Networked  information  and  communi- 
cation are  the  standard  for  the  future." 
Companies  testing  the  waters  boast 
of  increased  productivity,  better  col- 
laboration with  strategic  partners,  and 
access  to  what  is  in  essence  the  world's 
largest  public  library  for  a  seemingly 
infinite  range  of  information.  But  the 
Internet  is  virgin  territory  when  it 
comes  to  true  commerce.  While  start- 
up companies  are  experimenting  with 
interesting  forms  of  electronic  market- 
ing and  advertising,  most  large  compa- 
nies have  just  begun  to  see  the  Internet 
as  a  potential  marketplace. 

James  Gleick,  the  author  of  Chaos,  a 
best-seller  about  the  history  and  mean- 
ing of  chaos  theory,  supplies  businesses 
and  consumers  with  access  to  the  In- 
ternet via  a  new  service  in  New  York 
City  called  the  Pipeline.  "This  is  an  ex- 
ploding trend,"  he  says.  "It's  as  if  every 
business  in  the  world  woke  up  yester- 
day  and  saw  this  great  universe  out 
there.  They  all  want  in,  even  if  they  don't 
know  what  it  means."  Forget  the  hype  for  a 
moment.  Here's  a  look  at  what  it  means  to 
be  on  the  Internet  today. 

■  ELECTRONIC  MAIL:  Most  of  the  corpo- 
rate traffic  that  crosses  the  Internet  is  E- 
mail;  being  able  to  zap  messages  to  a 
computer  anywhere  in  the  world  is  a  big 
reason  for  getting  on.  Says  David  Sims, 
director  of  the  information  network  at 
Schlumberger:  "I  hardly  use  the  telephone 


the 
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Photographs  by  Chris  Buck 


'/  '■/ir    ;  US  /  SCHLUMBERGER 

This  satellite  dish  in  Sedalia,  Colorado,  is  at  the  heart  of  Schlumberger's  network,  which  reaches  installations  in  35  countries  and  the  Internet. 
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anymore."  When  contacted  via  Internet  E- 
mail  for  this  story,  Sims  responded  in  Ifind: 
It  was  more  convenient  than  trying  to  link 
up  by  phone  from  his  hotel  in  Islamabad, 
Pakistan. 

Other  corporate  users  are  equally  de- 
voted. Mort  Meyerson,  CEO  of  Perot  Sys- 
tems, sends  and  receives  more  than  7,000 
Internet  E-mail  messages  a  month.  IBM 


little  ambivalent  about  saying  this,  but  E- 
mail  is  more  secure  because  it  doesn't  just 
lie  around  the  office,  and  it  saves  you  the 
added  step  of  having  to  go  pick  it  up.  Fax 
won't  be  replaced,  but  in  ten  years  there 
won't  be  many  companies  that  don't  have 
every  single  employee  with  E-mail  on  the 
Internet." 

Businesses  go  to  great  lengths  to  make 


♦iMANDA  WAL,KT-iR  /  InTERCON  SYSTEMS 

I  "Net  Goddess"  Walker  is  a  cybermarketer  and  Beauregard  is  a  liyacinth  macaw. 


employees  exchanged  580,000  messages 
with  outsiders  in  Januaiy.  Researchers  at 
GE's  corporate  R&D  division  send  and  re- 
ceive 5,000  messages  a  day.  Ronald  Rich- 
ard, a  senior  executive  in  Panasonic's  U.S. 
R&D  operation,  uses  E-mail  to  stay  in 
touch  with  seven  U.S.  labs,  many  of  his 
suppliers  and  customers,  parent  company 
Matsushita's  Japanese  labs,  and  his  secre- 
taiy,  who's  20  feet  from  his  desk.  Says 
Richard:  "We  make  fax  machines,  so  I'm  a 


their  networks  compatible  with  TCP/IP,  the 
Internet  standard  for  addressing  messages 
and  sending  data.  Paul  Weekes,  Motorola's 
director  of  information  technology  man- 
agement, has  masterminded  a  sweeping 
five-year  effort  to  build  a  high-speed  back- 
bone for  Motorola's  internal  networks  and 
make  all  communications  Internet-compat- 
ible. The  result  is  that  E-mail  runs  seam- 
lessly inside  and  outside  the  company. 
Weekes,  for  example,  uses  a  Next  work- 


station, and  his  E-mail  can  be  read  by  any 
recipient  with  a  Macintosh  or  PC. 

According  to  Sims  of  Schlumberger,  the 
thread  that  connects  the  halves  of  his  $6.8- 
billion-a-year  company — oil  and  gas  ser- 
vices and  the  manufacturing  of  gas  and 
water  meters — is  the  acquisition  and  ex- 
change of  information.  Twenty  thousand  of 
Schlumberger's  50,000  employees  routinely 
use  E-mail,  and  many  depend  on  the  Inter- 
net to  communicate  with  customers,  suppli- 
ers, and  university  researchers.  Demand  is 
so  great  that  in  1992  Sims  had  to  expand 
the  company's  direct  line  to  the  Internet  to 
handle  12  times  as  much  volume. 

■  COLLABORATION:  When  IBM  does  de- 
velopment work  with  other  companies,  its 
engineers  often  use  the  Internet  to  com- 
municate with  their  counterparts  rather 
than  set  up  a  private  link.  Says  Nick  Trio, 
IBM's  Internet  "postmaster,"  who  main- 
tains the  company's  network  connection: 
"To  be  technologically  vital  these  days, 
you  have  to  be  on  the  Internet."  Software 
engineers  in  Hawthorne,  New  York,  for 
example,  are  collaborating  with  develop- 
ers at  Bellcore  in  New  Jersey.  Instead  of 
driving  to  one  another's  labs,  the  re- 
searchers use  the  Internet  to  log  on  to  a 
shared  workstation  at  Bellcore. 

Clearly,  there's  risk  in  linking  your  cor- 
porate network  to  the  public  world  of  the 
Internet.  Companies  take  elaborate  pre- 
cautions, most  often  by  setting  up  special 
workstations  as  buffers.  These  so-called 
firewalls  vet  incoming  messages  and  make 
sure  that  an  outsider  authorized  to  access  a 
certain  computer  in  the  company  doesn't 
roam  anywhere  else  or  leave  software  that 
records  confidential  information,  such  as 
people's  passwords.  At  IBM,  traveling 
employees  are  issued  smart  cards  that 
identify  them  to  the  firewall.  IBM  tests 
the  security  system  annually,  challenging 
its  own  programmers  to  ferret  out  prob- 
lems. Last  year  only  one  employee  found 
a  bug;  he  won  a  book  on  Unix  program- 
ming. This  year  Big  Blue  is  really  putting 
out:  Anyone  who  finds  a  bug  wins  a  $150 
dinner  for  two.  But  since  145  attempts  so 
far  have  failed  to  crack  the  system.  Trio 
says  he  should  be  entitled  to  the  prize. 

No  one  doubts  that  collaboration  via  the 
Internet  will  increase.  GE's  Greg  Casa- 
grande,  information  systems  manager  for 
corporate  R&D,  thinks  speedier  connec- 
tions will  make  sharing  multimedia — text, 
graphics,  video,  and  audio — the  norm.  As 
network  capacity  increases,  says  Casa- 
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We  coula  spend  nours  explaining  exactly 
wnat  Skylel  instant  inrormation  can  mean  to 
vou.  But  we  tnink  vou  ^et  t 


One  look  at  tke  display  screens  aLove, 
and  you'll  quickly  see  tkat  ike  SkyTel®  System 
is  not  just  akout  paging.  Its  akout  instant  in  for- 
mation.  Its  an  impor-tant  distinction  to  make. 
And  understand.  Especially  if  you  ever  get  on      you  an  E-Mail  message  and  display  tke  first 


SkyTel  can  tell  you  wkenever  you  kave 
a  voice  mail,  so  you  don't  kave  to  waste  yom*  time 
constantly  calling  your  office. 

SkyTel  can  tell  you  tkat  someone  just  sent 


an  airplane  and  fly  somewkere  on  kusiness. 

Eor  starters,  SkyTel  doesn't  keep  you.  It 
gives  you  important  information. 

It  tells  you  tkat  tke  client  needs  you  in 
Atlanta  instead  of  New  York  first  tking  tomor- 
row. It  tells  you  tkat  paragrapk  two  on  page 
tkree  of  tke  contract  needs  to  ke  deleted.  It 
tells  you  tkat  your  youngest  just  scored  two 
goals  in  ker  first  soccer  game. 

And  all  witkout  your  once  kaving  to  kunt 
for  a  pay  pkone  or  return  a  pkone  call. 

But  tkat's  not  all  SkyTel  can  tell  you. 


240  ckaracters  for  you. 

SkyTel  can  tell  you  tke  day's  important 
kusiness  news  and  otker  keadlines,  kours  ke- 
fore  you'll  read  or  kear  akout  it  anywkere  else. 

SkyTel  can  even  tell  you  kow  well  your 
favorite  stocks  are  doing  twice  daily. 

Tke  difference  is,  SkyTel  doesn't  just  give 
you  notification.  It  gives  you  impoi-tant  infor- 
mation you  can  use.  Instantly. 

And  as  you  already  know,  in  kusiness,  infor- 
mation is  every  tking.  Es-  ^|i^L^|q| 
pecially  out  on  tke  road.  '     *  «  -i 


ASutsiJiaryofMlo! 


PmJout  what  SkyTel  can  do  {or  you.  Call 1-800-769-0237. 
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helping  our 
clients  write  the  book  on 
customer  service. 

And  here's  the  last  word: 


From  banking  to  airlines,  from  telecom- 
munications to  government,  Unisys  has  built  a 
reputation  for  helping  our  clients  help  their 
customers. 

So  it's  not  surprising  that  the  most  power- 
ful customer  service  concept  in  years  should 
come  from  Unisys.  A  concept  embodied  in  a 
single,  thought-provoking  word:  customerize, 

A  cusTOMERiZED  organization  is  customer- 
focused  at  every  level.  The  full  capabilities  of  its 
information  strategy  are  extended  all  the  way 
out  to  the  points  of  customer  contact,  where 
customer  satisfaction  is  ultimately  decided. 
The  bottom  hue?  For  the  private  sector: 
enhanced  revenue  generation  and  competitive- 
ness. For  the  public  sector:  enhanced  delivery 
of  government  services, 

©1993  Unisys  Corporation. 


Of  course,  every  line  of  business  has  its 
unique  requirements.  And  Unisys  is  a  leader  at 
applying  industry-by-industry  expertise  to  real- 
world  customer  environments.  Our  pioneering 
efforts  to  help  customerize  business  and 
government  are  a  logical  extension  of  our 
strengths-strengths  such  as  point-of- 
customer-contact  solutions;  a  proven  commit- 
ment to  open  systems  and  interoperability;  and 
above  all,  services  that  apply  technology  not  for 
its  own  sake  but  for  the  sake  of  an  organiza- 
tion's goals. 

Experienced  Unisys  consultants  can  help 

We  make  it  happen. 


assess  the  flow  of  information  between  you  and 
your  customer.  And  our  customerize™  services 
protect  your  existing  investment  as  they  help 


CUS'torn'OnlzeX  kus'-ta-mn-rize'X  W  ^ 

1 :  to  make  a  company  more  responsive  ^ 

to  its  customers  and  better  able  to  attract  r ' 

new  ones  2 :  to  customerize  an  organi-  U 

zation's  information  strategy,  e.g.,  to  \ 

extend  systems  capabilities  to  \ 

field  locations  and  other  points  of  I 

customer  contact  and  support  3 :  what  p 

Unisys  Corporation  does  for  a  growing  Jb 

roster  of  companies,  and  government  Wk 
agencies,  worldwide  syn  see  customer 

SERVICE,  COMPETITIVE  EDGE,  BUSINESS- 
CRITICAL  SOLUTIONS.  REVENUE  GENERATION  «r 


your  organization. 

Call  us  at  1-800-874-8647,  ext.  16. 
Ask  for  a  complimentary  customerize  Informa- 
tion Kit.  We'll  help  you  begin  a  rewarding  new 
chapter  in  customer  service. 

cusTOMEiiiZE  is  a  service  mark  of  Unisys  Corporation. 


grande,  it  will  be  easier  for  doc- 
tors at  hospitals  with  Internet 
connections  to  consult  faraway 
specialists  by  transmitting  3-D 
brain  scans  that  can  be  rotated 
and  examined  onscreen.  That 
could  help  spur  business  for  the 
GE  unit  that  makes  scanners. 

■  INFORMATION  GATHERING: 

Try  as  you  may,  you  cannot 
imagine  how  much  data  is  avail- 
able on  the  Internet.  Brian  John- 
son of  White  Plains,  New  York, 
is  a  so-called  Internet  guide  who 
earns  $100  an  hour  teaching  cor- 
porations to  navigate  and  mine 
the  Net.  Says  he:  "I  remember 
standing  in  my  backyard  in  Ar- 
kansas as  a  kid,  watching  a  satel- 
lite go  by.  Now  I  can  pull  down  a 
photo  that  was  made  by  a  satel- 
lite  30  minutes  after  it's  taken."  NASA 
stores  such  photos  in  digital  format  on  a 
computer  that  anyone  on  the  Internet  can 
access. 

Thousands  of  Internet  news  groups  and 
E-mail  lists  are  filled  with  experts  discuss- 
ing their  fields.  There  are  groups  on  chemi- 
cal engineering,  Middle  Eastern  politics, 
semiconductor  manufacturing,  and  educa- 
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He  helps  corporate  researchers  use  the  Internet  to  stay 
with  colleagues  at  hospitals  that  operate  GE  scanners. 


tion  (and  on  pets,  movies,  sex,  cooking,  hu- 
mor, and  the  Boy  Scouts).  Users  can  tap 
into  computers  from  institutions  as  diverse 
as  the  Nasdaq,  the  Federal  Reserve,  and 
the  Library  of  Congress. 

That's  the  good  news.  Says  Pipeline's 
James  Gleick:  "When  I  first  discovered 
the  Internet,  it  was  like  a  whole  new 
world  opening  up."  But  he  adds:  "It  was 


horrifying  how  difficult  it  was." 
Imagine  doing  research  at  a 
vast  archive  with  thousands  of 
incomplete  catalogues  and  no 
librarian. 

Gleick  is  one  of  a  few  entre- 
preneurs striving  to  make  the 
Internet  more  accessible.  Pipe- 
line subscribers  get  PC  software 
that  eliminates  the  need  to 
learn  mind-numbing  commands 
like  ftp  ftp.eff.org.  (It  means 
"I'm  interested  in  retrieving 
files  ofl'ered  by  the  Electronic 
Frontier  Foundation.")  Instead, 
subscribers  can  get  started  on 
the  Internet  with  the  help  of 
point-and-click  graphics  that  re- 
semble the  familiar  Windows 
in  touch  interface. 

The  big  breakthrough  in 
making  the  Internet  navigable  is 
a  more  versatile  program  called  Mosaic. 
Developed  at  the  National  Center  for  Su- 
percomputing  Applications  (NCSA)  in 
Champaign-Urbana,  Illinois,  and  distrib- 
uted free  to  any  Internet  user  who  re- 
quests it,  Mosaic  lets  people  click  and 
point  their  way  to  the  information  they 
want  via  something  called  the  World  Wide 
Web.  Like  a  multimedia  encyclopedia,  the 


What  is  the  Internet? 

/I  The  Internet  is  a  loosely  con- 

figured, rapidly  growing  web  of 
25,000  corporate,  educational, 
and  research  computer  networks  around 
the  world.  It  evolved  from  an  R&D 
communications  network  created  by  the 
Defense  Department  in  1969  and  de- 
signed to  survive  nuclear  war.  The  Inter- 
net has  no  central  computer;  instead, 
each  message  you  send  bears  an  address 
code  that  lets  any  computer  in  the  Net 
forward  it  toward  its  destination. 

Who  manages  it? 

.  "There  is  no  Internet  Inc.,"  writes 
Ed  Krol,  author  of  The  Whole  Internet 
Catalog  &  Users  Guide.  The  closest 
thing  to  a  governing  body  is  the  Inter- 
net Society  in  Reston,  Virginia.  This 
volunteer  organization,  with  more  than 
2,000  individual  and  84  corporate  mem- 
bers, promotes  Internet  use  and  over- 


sees development  of  new  communica- 
tion protocols. 

Isn't  the  Internet  noncommercial? 

Portions  are.  The  National  Science 
Foundation  Network,  which  is  the  main 
artery  for  research  and  education  traffic, 
bans  commercial  data.  Companies  that 
market  Internet  access  generally  make 
sure  customers'  data  pass  through  pri- 
vately owned  segments  of  the  Net. 

How  do  I  get  on? 

Anybody  with  a  computer  and  a  mo- 
dem can  get  on  the  Net  for  around  $20 
per  month,  plus  phone  charges,  by  sub- 
scribing to  a  gateway  company  like  the 
World  in  Boston.  For  corporations  that 
want  to  connect  their  network  to  the  In- 
ternet, providers  like  Global  Enterprise 
Systems  in  Princeton,  New  Jersey,  lease 
dedicated  fines.  Such  a  setup,  including 
a  "firewall"  computer  for  security  and 


software  to  ensure  that  your  network 
meshes  with  the  Internet,  costs  $50,000 
and  up,  not  counting  the  expense  of  per- 
sonnel to  maintain  the  connection.  How- 
ard L.  Funk,  an  ex-IBMer  who  pushed 
Big  Blue  to  get  on  the  Internet,  says  the 
company  spends  about  $2  per  user  per 
month. 

Will  I  hit  electronic  traffic  jams? 

Traffic  is  part  of  life.  So  many  people 
are  joining  dial-up  services  like  America 
Online,  whose  offerings  include  E-mail 
access  to  the  Internet,  that  you  some- 
times get  a  busy  signal.  On  the  Internet 
itself,  jams  occur  when  thousands  of  peo- 
ple simultaneously  try  to  tap  into  a  par- 
ticular computer,  such  as  one  in  lUinois 
that  offers  free  copies  of  popular  Mosaic 
software.  Congestion  is  also  likely  in  data 
transmission  circuits.  Providers  are  rush- 
ing to  add  capacity;  whether  they'U  keep 
pace  with  demand  is  uncertain. 
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■  Through  Fillmore's  store,  you  can  get  books  like  Sex:  An  Otal  History  delivered  into  your  computer. 


Web,  which  was  developed  by  researchers 
in  Geneva,  Switzerland,  consists  of  dispa- 
rate files  and  directories  spread  through- 
out the  Internet  and  connected  with  so- 
called  hypertext  links.  By  clicking  on  "koala" 
in  one  electronic  document,  for  example, 
a  Mosaic  user  might  connect  to  a  comput- 
er with  more  information  in  Sydney,  Aus- 
tralia. A  few  more  clicks,  and  you're 
perusing  files  and  photos  stored  digitally 
in  that  machine. 

Anthony  Rutkowski  of  the  Internet  So- 
ciety calls  Mosaic  "the  Internet  killer  ap- 
plication"— software  that  will  make  the 
Net  indispensable,  just  as  Lotus  1-2-3  did 
the  IBM  PC.  When  Mosaic's  developers 
introduced  Mac  and  PC  versions  in  No- 
vember, the  NCSA  was  swamped  with 
some  10,000  takers  per  week.  Many  Inter- 
net habitues  blame  the  use  of  Mosaic  for 
the  traffic  jams  that  occasionally  slow 
communication  on  the  Net. 


At  J.P.  Morgan,  Peter  A.  Miller,  man- 
aging director  and  co-head  of  technology, 
and  David  Spector,  a  vice  president,  are 
using  Mosaic  to  make  Internet  accessible 
to  every  employee.  What  on  the  Internet 
can  bankers  possibly  find  of  interest? 
Here  are  just  a  few  examples,  drawn  from 
the  Internet  Letter,  published  by  Jayne 
Levin  in  Washington,  D.C.:  SEC  filings, 
Commerce  Department  data  including  re- 
quests for  bids  and  Census  Bureau  infor- 
mation, new  patent  titles,  stock  market 
updates,  and  the  trade  journal  Nasdaq  Fi- 
nancial Executive.  Another  resource:  pro- 
fessors, who  increasingly  publish  and  take 
part  in  discussion  groups  on  the  Net. 

Asked  if  J.P.  Morgan  conducts  financial 
transactions  on  the  Internet,  Miller  recoils 
in  horror.  Financial  firms  linked  to  the  In- 
ternet, such  as  Morgan  and  Merrill  Lynch, 
have  a  group  that  discusses  networking  is- 
sues, but  using  the  Net  for  trading  or  other 


financial  transactions  is  years  off. 
"Put  it  this  way,"  says  Miller. 
"You'd  rather  pay  your  bills  over  it 
than  receive  your  paycheck  over  it." 

■  DIRECT  MARKiTING:  You  can 

just  imagine  the  direct-mail  crowd 
licking  its  lips  at  the  prospect  of 
the  Internet:  20  million  people 
who  have  sorted  themselves  into 
interest  groups,  from  theologians 
to  auto  repair  hobbyists.  Better 
yet,  distributing  junk  mail  electron- 
ically is  lots  cheaper  than  via  "snail 
mail"  (the  U.S.  Postal  Service). 

So  why  not  barrage  these  con- 
sumers? Because  they  can  answer 
back.  Says  Apple  Computer  post- 
master Erik  Fair:  "A  traditional 
junk  mailing  is  successful  if  it  gets 
a  response  rate  of  2%  or  3%.  On 
the  Internet,  you'U  get  100%  re- 
sponse. And  99%  of  it  wiU  be 
'Don't  you  ever  do  this  to  me 
again!'  "  Catalogue  companies  that 
have  sent  material  to  potential  cus- 
tomers in  Internet  groups  >  have 
been  so  heavily  barraged  by  nega- 
tive feedback  that  they  have  prom- 
ised not  to  do  it  again. 

InterCon  Systems,  in  Herndon, 
Virginia,  is  perfecting  a  less  intru- 
sive approach  that  vice  president 
Brian  Lichorowic  calls  cybermar- 
keting.  The  company,  a  maker  of 
Internet  software  for  PCs  and 
Macs,  has  a  reputation  for  provid- 
ing  excellent  customer  support  via 
the  Net.  Most  InterCon  developers  spend 
several  hours  a  week  tracking  news  groups 
on  computer-related  topics.  They'll  re- 
spond to  any  posted  query  they  can  an- 
swer— ^whether  or  not  the  question,  or  the 
answer,  has  anything  to  do  with  InterCon 
products. 

Around  the  office,  developer  Amanda 
Walker  is  known  as  the  Net  Goddess.  She 
gets  fan  mail  about  her  postings,  which 
are  calm,  smart,  and  refreshingly  free  of 
technobabble.  One  man  liked  her  style  so 
much  that  he  said  he'd  even  be  eager  to 
read  her  description  of  how  to  boil  an 
egg.  Walker  says  her  popularity  helps  win 
customers:  "This  works  kind  of  like  show 
business  or  sports  marketing.  Personal 
impressions  and  endorsements  carry  a  lot 
of  weight."  InterCon's  sales  have  more 
than  doubled  in  each  of  its  five  years  of 
existence. 

Another  form  of  electronic  marketing  is 
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Whether  you'ie  crashing  the  boairls  or  chairman  of  the  board,  you  need  a  big  producer 
you  can  rely  on.  In  business,  that's  a  Sharp  Master  Series  high-volume  copier/duplicator. 
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catching  on  among  larger  companies.  Ap- 
ple, Bel!  Atlantic,  IBM,  Schlumberger,  and 
Silicon  Graphics  operate  special  comput- 
ers, known  as  servers,  that  make  available 
product  information,  press  releases,  E-mail 
directories,  and  financial  data.  Digital 
fequipment  goes  a  step  further.  It  has 
hooked  two  of  its  new  high-performance 
Alpha  computers  to  the  Internet  and  lets 
people  test-drive  the  systems  remotely  by 
running  their  own  software  on  the  ma- 
chines. Over  2,500  potential 
customers  have  logged  on 
during  the  past  six  months. 
Says  Gail  Grant,  who  manages 
the  servers:  "Customers  love 
the  program  because  there's 
no  salesman  breathing  down 
their  necks." 

She  came  up  with  this  vi- 
sion for  marketing  in  the 
high-tech  Nineties  in  true 
Nineties  fashion,  sharing 
beers  one  afternoon  with  co- 
workers in  a  Palo  Alto  mi- 
crobrewery.  The  return  on 
investment  is  dramatic:  DEC 
has  sold  $5  million  of  Alpha 
systems  to  people  who  tried 
them  on  the  Internet. 

■  ADVERTISING:  Some  Inter- 
net denizens  think  ads  will  ruin 
the  neighborhood.  An  elec- 
tronic publication  zipping 
around  the  Internet  is  the  Ad- 
busters  Quarterly.  Its  mission? 
"We  will  take  on  the  archetyp- 
al mind  polluters — Marlboro, 
Budweiser,  Benetton,  Mc- 
Donald's, Coke,  Calvin  Hein, 

Whittle — and  beat  them  at   

their  own  game.  We  will  uncool  their  billion- 
doUar  images  with  uncommercial  on  TV, 
subvertisements  in  magazines,  and  anti-ads 
right  next  to  theirs  in  the  urban  landscape." 

Whatever.  Most  publishers  of  electronic 
media  acknowledge  that  just  as  in  the  print 
world,  they'll  need  advertising  to  subsidize 
their  operations.  O'Reilly  &  Associates,  a 
computer-book  publisher  in  Sebastopol, 
California,  is  furthest  along  in  testing  how 
much  advertising  the  Internet  will  take. 

O'Reilly  offers  a  free  sei-vice  called  the 
Global  Network  Navigator  on  which  users 
encounter  two  forms  of  ads.  When  they 
call  up  GNN  on  their  screen,  they  see  a  ta- 
ble of  contents  with  a  number  of  headings, 
including  "GNN  Marketplace."  Clicking 
on  that,  they'll  find  ads  from  DEC,  the 


San  Francisco  law  firm  Heller  Ehrman 
White  &  McAuliffe,  and  Hand  in  Hand,  a 
children's  catalogue  retailer  in  Oxford, 
Maine.  Readers  who  click  on  one  of  the 
names  get  further  information,  like  Hand 
in  Hand's  on-line  offerings  of  toys,  stroll- 
ers, and  cribs. 

Users  who  select  the  heading  "GNN 
Magazine"  find  advertising  that's  more  like 
what  they're  used  to  in  the  print  world.  The 
magazine  is  a  quarterly  featuring  over  a 


'eter  Miller  and  David  Spector  /  J.E  Morgan 
U  Even  blue  chips  get  the  news:  Morgan  employees  use  a  navigational  tool 
called  i^osaic  to  plumb  the  hidden  resources  of  the  Internet. 


dozen  Internet-related  features  that  in- 
clude graphics  and  the  equivalent  of  a  few 
pages  of  text;  above  each  headline  runs  an 
advertiser's  banner.  The  sole  advertiser  in 
the  current  issue  is  MIT  Press,  and  the  ad 
simply  reads,  "MIT  Press:  Schools  for 
Thought,  by  John  T.  Bruer."  By  clicking  on 
the  banner,  interested  readers  can  learn 
more  about  the  book,  a  tome  on  education, 
and  how  to  order  it.  It  costs  $29.95.  But 
readers  who  aren't  interested  have  to  live 
with  the  banner. 

A  few  hardy  entrepreneurs  have  already 
opened  virtual  shops  on  the  Internet.  At 
the  address  marketplace.com,  customers 
can  browse  through  Laura  Fillmore's  On- 
line Bookstore,  based  in  Rockport,  Mas- 


sachusetts; for  a  fee,  they  can  have  books 
like  The  Internet  Companion  or  Sex:  An 
Oral  History  delivered  electronically  to 
their  home  computers.  Fillmore  handles 
payments  by  asking  customers  to  type  in  a 
credit  card  number.  Initially,  she  says,  she 
had  a  tough  time  attracting  ordinary  read- 
ers; her  best  customers  were  network  pro- 
viders like  EUNet  in  Amsterdam  that 
license  the  books  and  offer  them  free  to 
subscribers.  But  she  is  as  tenacious  as 
any  real-world  shopkeeper: 
"Eighteen  months  ago  I  told 
myself  there  was  a  business 
here.  I'm  still  telling  myself 
the  same  thing." 

Malls  may  spring  up  on  the 
Internet.  MecklerMedia,  a 
Westport,  Connecticut,  pub- 
lisher of  trade  journals  and 
organizer  of  Internet-related 
conferences,  plans  to  unveil 
an  ambitious  commercial 
space  later  this  year.  The 
so-called  MecklerWeb  would 
offer  users  a  menu  of  ser- 
vices from  established  trade 
groups.  Say  you  need  a  di- 
vorce lawyer.  You  could  log 
on  to  MecklerWeb,  click  on 
the  Law  option,  and  get  free 
information  on  your  state's 
divorce  laws  from  Cornell 
University's  Legal  Informa- 
tion Institute,  which  has  al- 
ready signed  on.  Returning  to 
the  Law  menu,  you  could 
compare  brochures  and  prices 
from  competing  firms. 

The  experience  would  be 
like  comparison-shopping  at 
the  mall.  MecklerMedia  plans 
to  operate  as  both  mall  owner  and  system 
coordinator,  helping  businesses  put  their 
information  on  the  Net.  Says  general  man- 
ager Chris  Locke:  "Right  now  companies 
have  to  devote  five  man-years  to  finding 
out  whether  the  Internet  is  an  opportunity 
or  a  rat  hole.  We  want  to  make  the  Net  a 
whole  lot  easier  to  discover." 

That  sort  of  attention  to  what  businesses 
need  is  new  to  the  Internet,  whose  com- 
plexity and  interactive  chaos  are  still 
enough  to  put  off  most  managers.  But  if 
you  want  to  be  competitive  in  the  net- 
worked world,  better  to  jump  in  than  to 
wait  for  some  "information  iiiperhighway" 
to  reach  your  front  door.  There's  a  highway 
on  your  desktop  right  now.  Get  on  it.  fli 
Rick  TetzeWs  E-mail  address  is  rtetzel@pipeline.com. 
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Your  IRA  investment  need  not  be 
limited  to  a  single  country/* 


International  markets  present  many  opportunities. 

In  the  continuing  trend  toward  a  global  economy,  new 
investment  opportunities  have  emerged  in  markets  all  over 
the  world.  You  can  participate  in  this  global  change  with  a 
Templeton  mutual  fund  IRA.  Templeton  equity  funds  seek 
capital  appreciation  through  investing  in  securities  issued 
worldwide.^ 

Templeton  has  long  been  recognized  as  a  leader  in 
managing  international  equity  mutual  funds,  with  experience 
going  back  to  1940.''"''  Today,  Templeton  offers  a  variety  of 
global  mutual  funds  that  you  can  select  for  your  Individual 
Retirement  Account,  Templeton  funds  provide  professional 
management  and  a  clear  goal  of  long-term  performance, 

For  details  about  Templeton  IRAs,  contact  your 
investment  representative  or  call  Templeton  today. 


flhere  are  special  risk  factors  associated  with  foreign  itivestitig,  which  are  discussed  in  the  funds'  prospectuses  and  which  should  be 
carefully  considered  with  respect  to  investing  for  your  retirement.  An  investment  in  a  Templeton  fund  does  not  guarantee  that 
your  retirement  income  needs  will  be  met,  and  should  not  he  considered  a  complete  investment  or  retirement  program. 
ffSource:  Strategic  Insight.  Franklin /Templeton  was  ranked  #1  out  of  50  U.S.  fund  managers  for  market  share  in  the  interna- 
tional  equity  fund  category  for  the  quarter  ended  9/30/93. 


Call  1-800- 
3  4  2 -FUND 

E  X  t ,   JL  4  2  3 

Templeton  Worldwide 

700  Central  Avenue 
St.  Petersburg,  FL  33701-3628 

^iU.'^I  would  like  a  free  Templeton  IRA 
hrochure  and  a  prospectus  containing  more 
complete  information,  including  charges 
and  expenses  on  thefund(s)  checked  below. 
I  will  read  the  prospectus(es)  carefully 
before  I  invest  or  send  money. 

  Templeton  World  Fund 

  Templeton  Foreign  Fund 

  Templeton  Developing  Markets  Trust 

□  I  am  currently  a  Templeton 

shareholder. 
Name 

Address 

City/State/Zip 

Daytime  Phone 

FOR94 
T423 


RIJ).WII).K 


A  Proud  Member  of  the  $109  Billion  Franklin / Templeton  Group 


IT'S  A  NEW  SILICON  VALLEY 

The  world's  most  important  growth  industry  links  everywhere  to  everywhere.  But  the  people  building 
the  electronic  highway  work  just  down  the  road  from  one  another.  by  Thomas  A.  Stewart 


AMERICA'S  hottest  industry  has  technology  for  the  next  century  has  been 
staked  out  a  place  on  the  map.  little  noticed,  and  till  now  unnamed. 
New  York  was  Radio  City;  so  Call  it  the  Netplex.  Begin  at  the  Pentagon 
many  machine-tool  makers  once  and  draw  a  line  west  to  Dulles  Airport;  then 
lined  the  banks  of  the  Black  River  north  to  Rockville,  Maryland;  east  through 
in  Springfield,  Vermont,  that  the  Maryland  to  the  town  of  Greenbelt;  and 
area  was  known  as  Precision  Valley.  Some  back  down  into  Virginia  to  the  Pentagon, 
businesses  get  married  to  a  place  and  take  Within  that  area,  about  20  miles  square — a 
its  name:  Detroit,  Hollywood,  Savile  Row,  parallelogram,  more  like — lies  the  cross- 
Wall  Street.  But  with  all  the  horn  blowing  roads  of  the  electronic  superhighway, 
that  goes  on  in  Washington,  D.C.,  the  ar-  Washington-area  corporations  lead  the 
ea's  transformation  into  a  great  center  of  world  in  building  and  managing  high-speed 


data  communications  networks — an  indus- 
try into  which  tens  of  billions  of  dollars  will 
pour  to  build  an  information  infrastructure. 
In  the  U.S.,  only  Silicon  Valley  has  more 
high-tech  companies.  Netplex  businesses 
outnumber  those  along  Massachusetts's 
Route  128  and  leave  the  Research  Trian- 
gle of  North  Carolina  eating  its  own  red 
dust.  In  the  Information  Age  the  impor- 
tance of  the  Netplex  will  only  increase.  Its 
companies — many  of  them  obscure  now — 
Reporter  As  s  ociate  Joyce  E.  Davis 
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Illustration  by  Tony  Mikolajczyk: 


could  be  the  AT&Ts  or  RCAs  of  the  fu- 
ture, their  leaders  its  Theodore  Vails  or 
David  Sarnoffs. 

Netplex  businesses  inhabit  a  telecom- 
munications rain  forest,  grown  effulgent  in 
a  soil  of  government  contracts  and  political 
contacts.  As  the  data  highway  industry 
grows,  it  is  creating  a  formidable  lobbying 
and  regulatory  challenge.  Fundamental  val- 
ues, such  as  protecting  intellectual  proper- 
ty, privacy,  and  free  speech,  must  be 
restudied  for  an  electronic  age. 

This  region  has  long  been  the  world  cen- 
ter of  satellite  communications,  with  Com- 
sat, GTE  Spacenet,  Hughes,  Intelsat,  and 
more  orbiting  the  Washington  Monument. 
Here  reside  vast  federal  government  data 
communications  networks,  such  as  those 
operated  by  NASA  and  the  Defense  De- 
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partment.  The  District  of  Columbia  is 
home  to  MCI,  the  second-largest — and 
most  aggressive — U.S.  long-distance  phone 
company  In  three  buildings  near  Dulles 
Airport,  No.  3  carrier  Sprint  has  its  largest 
concentration  of  employees  outside  its 
Kansas  City  headquarters. 

The  local  phone  company  is  Bell  Atlan- 
tic, the  pushiest  Baby  Bell,  soon  to  own  ca- 
ble TV  giant  Tele-Communications  Inc. 
Northern  Telecom's  U.S.  headquarters  is  in 
McLean,  Virginia.  Half  a  mile  down  Lees- 


burg  Pike,  in  Vienna,  is  AT&T  Paradyne,  a 
subsidiary  that  deals  in  data  communica- 
tions; next  to  it,  American  headquarters  for 
Britain's  Cable  &  Wireless  PLC,  which  sells 
long-distance  phone  and  data  services  to 
companies — $507  million  on  this  continent 
last  year.  Across  the  street  is  the  second- 
biggest  office  of  Metropolitan  Fiber  Sys- 
tems, an  Omaha  company  that  competes 
with  local  telcos  to  offer  access  to  long- 
distance service. 

The  key  enterprise  in  the  Netplex  is  one 
that  most  people,  even  many  who  are  part 
of  it,  don't  think  of  as  a  business  at  all:  the 
Internet.  The  Internet  takes  its  name  from 
what  it  does:  It  links  more  than  25,000 
computer  networks,  having  some  20  mil- 
lion users  around  the  globe.  Many  refer  to 
it  simply  as  "the  net."  Users  communicate 


I  The  area  around  Washington,  D.C.,  has  become  the  world  center  of  the  the  Netplex:  The  companies  build  and  manage  optical-fiber  networks,  sell 
data  communications  industry  and  the  focal  point  of  the  global  Internet.  Internet  connections  to  companies  and  individuals,  or  offer  other  services. 
Flagged  here  In  red  are  the  principal  (and  some  of  the  smaller)  businesses  of    Blue  flags  mark  important  U.S.  government  data  networking  operatiws. 


Force  Bnse 
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via  an  electronic  lingua  franca  tliat  enables 
any  computer  on  a  network  hooked  to  the 
Internet  to  send  messages,  files,  software, 
and  other  data  to  any  other  computer  on 
the  net. 

The  Internet  was  created  by  the  Pentagon 
as  a  Cold  War  communications  network.  It 
grew  to  include  defense  contractors  and 


While  the  Internet  has  no  corporate 
identity,  it  does  have  a  center  of  gravity, 
and  the  Netplex  is  it.  Says  Anthony  Rut- 
kowski,  the  director  of  Sprint  International 
and  a  vice  president  of  the  Internet  Soci- 
ety, a  volunteer  group  that  promotes  Inter- 
net use  and  helps  set  its  technology  stan- 
dards: "It's  uncanny  how  many  of  us  in  the 


'VP'  II 


As  users  flock  to  the  Internet,  entrepreneurs  like  Jamie  Clark  start  businesses  to  serve  them. 


universities,  and  has  exploded  into  general 
use  in  the  past  two  years.  Its  number  of  users 
doubles  annually,  making  it  the  fastest- 
growing  communications  medium  in  histo- 
ry— and  the  technological  proving  ground 
for  the  electronic  superhighway  Already 
the  Internet  has  given  rise  to  a  substantial 
industry  to  build  and  manage  its  circuits  and 
link  up  companies,  government  agencies, 
universities,  and  individuals. 


Internet  business  are  strung  up  and  down 
the  accessway  to  Dulles  Airport."  Here  re- 
side the  dominant  for-profit  providers  of 
Internet  connections  and  two  of  the  four 
biggest  on-line  services,  which  offer  sub- 
scribers E-mail,  electronic  versions  of  mag- 
azines, access  to  airline  reservations  and 
investment  services,  and  the  like.  The  In- 
ternet Society  is  here;  so  is  the  computer 
that  houses  the  master  register  of  affiliated 


networks'  electronic  addresses,  as  well  as  a 
raft  of  Internet  services,  software  houses 
and  hardware  makers,  and  associations. 
Well  over  half  of  Internet  traffic  between 
the  U.S.  and  other  nations — hundreds  of 
gigabytes  each  day — passes  through  the 
Netplex. 

■  HE  DATA  HIGHWAY  indus- 
try is  as  big  as  you  want  it  to  be, 
depending  on  how  expansively 
you  define  it.  Defined  narrow- 
ly, it's  just  $100  million  in  an- 
■i  nual  sales,  according  to  Martin 
Schofl'stall,  vice  president  of  Performance 
Systems  International  (PSI)  of  Herndon, 
Virginia,  a  supplier  of  Internet  connec- 
tions. He  is  counting  just  the  market  for 
selling  interorganizational,  data-only  com- 
munications services — E-mail,  file  transfer, 
and  so  on — using  the  Internet's  transmis- 
sion protocol. 

Broaden  the  definition  to  include  on-line 
ser-vices  like  America  Online  (Vienna,  Vir- 
ginia), and  the  annual  revenue  stream  is 
about  $1  billion.  Add  another  $1.8  billion  if 
you  count  commercial  services  such  as  elec- 
tronic data  interchange,  which  enables  com- 
panies that  do  business  with  one  another  to 
set  up  automatic  purchasing,  invoicing,  and 
funds  transfer,  and  whose  major  partici- 
pants include  General  Electric  Information 
Services  (Rockville),  Sprint,  and  MCI. 

However  defined,  the  data  communica- 
tions industry  is  growing  faster  than  zebra 
mussels  in  a  drainpipe.  PSI,  which  connects 
about  5,000  companies  and  organizations 
to  the  Internet,  added  300  accounts  in  De- 
cember alone.  An  account  might  represent 
one  computer,  or  dozens,  or  even  thou- 
sands. Last  year,  PSI's  archrival  UUNET 
Technologies,  12  miles  to  the  southeast  in 
Falls  Church,  Virginia,  doubled  its  busi- 
ness. The  number  of  subscribers  to  Ameri- 
ca Online  grew  145%,  putting  grievous 
strain  on  the  company's  capacity  to  serve 
them.  Digital  Express,  an  Internet  service 
that  Douglas  Humphrey,  34,  started  in  his 
basement  2V2  years  ago,  had  three  employ- 
ees in  January  1993  and  15  a  year  later;  rev- 
enues grow  10%  to  20%  a  month.  Says 
Humphrey:  "The  Internet  is  basically  five 
years  old,  but  in  this  business  you  measure 
time  in  dog  years.  Five  years  from  now,  the 
industry  won't  be  recognizable."  MCI  esti- 
mates that  by  1998  businesses  will  spend 
nearly  $40  billion  on  data  communication, 
more  than  on  voice  phone  service. 

Netplex  companies  can  be  put  in  four 
groups,  though  the  lines  between  them  blur: 
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Fidelity  Announces  Our 

5est  offer  For  Investors 

g  By  Computer 


'  New  lower price  for 
FOXsqftware 

'  Your  first  trade  free* 

'  J0  days  ofTelescan  at 
no  charge 


Award-Winning  Fidelity  On-line  Xpress 
Is  Now  Just  $49.95 

Last  yeai;  PC/Computing  magazine  described  Fidelity  On-line 
Xpress  (FOX)  as  "a  quantum  leap  in  electronic  investing." 

Previously  $89.95,  this  advanced  software  package  is  now  available 
for  just  $49.95! 

With  FOX  investment  software,  your  trading  orders  are  sent  to  the 
marketplace  in  seconds  and  executed  by  Fidelity  Brokerage.  For 
stock  and  option  trades  you'll  save  an  additional  10%  on  commis- 
sions that  are  akeady  as  much  as  76%  lower  than  fiill-cost  brokers.' 
And  now,  when  you  buy  FOX  software  at  its  new  low  price,  your  first 
stock  or  option  trade  is  free,  up  to  $38. 

A  Complete  Personal  Financial  Market  Monitor 

FOX  software  gives  you  a  breadth  of  portfolio  management  features 
you  simply  won't  find  anywhere  else,  from  tax  lot  tracking  to  instant 
reseai'ch  services.  And  starting  now.  Fidelity  is  also  offering  to  FOX 
buyers  a  30-day  free  trial  of  The  Telescan  System,^  the 
advanced  investment  information  service,  with  technical  charting 
and  fundamental  analysis  tools  to  help  you  screen  and  review  a 
broad  range  of  financial  data.  Maybe  ft's  time  to  put  FOX  software 
and  Fidelity  Brokerage  on  your  side  in  today's  market.  Call  anytime 
to  learn  more. 


For  More  Information 
Call  24  Hours 

800-544-7272 


To  Order  Call 

1-800-457-1769 


FUcKty 


Investments® 

Discount  Brokerage 


'To  be  eligible  for  te  FOX  trade  fi-ee  up  to  $38,  software  must  be  purchased  by  June  30, 1994,  and  your  first  trade  must  be  made  using  FOX  by  September  30, 1994.  FOX  ordere  for  your 
account(s)  are  sent  directly  to  tlie  maitets  via  Fidelity's  computer  system,  and  are  subject  to  trading  and  account  requirements.  Telephone  charges  may  apply.  FOX  hai'dware  require- 
ments include  im  IBM  or  compatible  sj-stem  with  htu'd  disk  diive,  free  space  of  at  least  3  Mb,  Hayes  or  compatible  modem,  640k  internal  memory.  Color  graphics  and  mouse  optional, 
lite  optional  news  and  analysis  services  of  Dow  Jones  News/Retiieval,  Telescan  and  S&P  MarkeBcope  are  available  througji  FOX.  FOX  was  jolndy  teeloped  by  MECA  Software,  Inc.  and 
Fldefi^' Investments.  'Based  on  October  1993  sun'ey  '30-day  h'ee  trial  ofTelescan  applies  to  usage  during  non-prime  time  houre  (6  p.m.  -  7  a.m.  local  time).  Fidelity  Brokerage  Seivices,  Inc., 
161  Devonshire  Street,  Boston,  MA  021 10.  Member  N\'SE/S1PC  CODE:  FORT/030794 


I  Internet  mastermind  Vint  Cerf  stands  by  the  computer  housing  the  net's  master  address  iist. 


■  PIPELINE  OWNERS.  These  are  companies 
that  build,  sell,  and  rent  out  high-speed 
lines;  the  big  players  are  Sprint,  MCI,  and 
Metropolitan  Fiber  Systems.  Each  operates 
fiber-optic  networks  that  cany  digital  signals 
at  45  megabits  per  second,  more  than  3,000 
times  the  rate  of  modems  in  personal  com- 
puters. Sprint  leases  circuits  to  UUNET, 
America  Online,  Digital  Express,  and  other 
Internet  companies;  a  Sprint  subsidiary  in 
Herndon  transmits  62%  of  Internet  tratiic 
between  the  U.S.  and  other  nations.  Says 
CEO  William  T.  Esrey:  "Our  Internet  capa- 
bilities are  unrivaled." 

Unmatched,  maybe,  but  not  unrivaled. 
MCI  is  co-owner  (with  IBM  and  Merit 
Network  of  Ann  Arbor,  Michigan)  of  Ad- 
vanced Network  and  Semces,  which  oper- 
ates the  National  Science  Foundation  net- 
work (NSFnet),  the  main  line  for  federal 
and  educational  Internet  traffic.  Prodigy, 
the  on-hne  semce  owned  by  Sears  and  IBM, 
runs  on  MCI  lines.  In  January,  MCI  scored  a 
coup,  hiring  Vinton  Cerf,  50,  the  computer 
scientist  who  co-authored  the  basic  Internet 
protocol  and  who  is  also  president  of  the  In- 
ternet Society.  At  MCI  he  will  develop  de- 
signs and  software  for  a  global  communica- 
tions system  caUed  networkMCI,  which  will 
let  businesses  deliver  video  on  demand  and 
other  sexy  sei-vices.  Says  Cerf:  "MCI  hopes 
that  when  you  think  Internet,  you'll  think 
'networkMCI' " 

Metropolitan  Fiber  Systems  operates  a 
fiber  line  that  runs  between  Falls  Church, 
Virginia,  and  College  Park,  Maryland. 
Called  the  Metropolitan  Area  Ethernet 
(and  nicknamed  MAE-East,  with  a  bow  to- 
ward film  star  Mae  West),  it  is  arguably  the 
Internet's  single  most  important  segment, 
because  it  directly  connects  Sprint,  PSI, 
UUNET,  the  NSFnet,  and  the  main  data 
line  to  Europe. 

■  LEASED-LINE  PROVIDERS.  This  group 
sells  Internet  connections,  mainly  in  the 
form  of  leased  lines,  to  corporations  and 
other  large  groups  that  want  to  hook  their 
networks  to  the  Internet.  They  charge  $650 
to  $3,400  a  month,  depending  on  the  speed 
and  capacity  of  the  connection. 

Only  six  companies  offer  Internet  access 
nationwide  from  local  access  points  in 
many  difl:erent  cities.  The  three  in  the  Net- 
plex— PSI,  UUNET,  and  Sprint— are  by  far 
the  biggest.  In  the  Netplex  too  is  SURAnet 
(College  Park,  Maryland),  a  regional  lessor 
linked  to  MAE-East  whose  main  customers 
are  universities  and  researchers  in  the 
Southeast  and  Latin  America. 


UUNET  basically  invented  the  business 
of  leasing  corporate  Internet  connections. 
Richard  Adams  started  with  the  seismic 
research  network  of  the  U.S.  Geological 
Sur-vey,  in  Arlington,  Virginia;  he  set  up 
UUNET  in  1987  and  turned  it  into  a  for- 
profit  corporation  three  years  later.  PSI 
founders  Schoffstall  and  William  Schrader 
moved  to  Virginia  in  late  1989  from  upstate 
New  York,  leaving  a  nonprofit  regional  In- 
ternet service.  Says  Schoffstall:  "We  came 
for  access,  to  make  sure  our  public-policy 
goals  were  heard — those  being  commer- 
cialization of  the  Internet  and  making  sure 
the  playing  field  isn't  tilted  toward  certain 
blessed  government  contractors."  The  vil- 
lain, in  his  eyes  and  Adams's,  is  Advanced 
Network  &  Services,  which  they  feel  had  an 
unfair  leg  up  in  its  commercial  Internet 
business  because  it  operates  the  NSF  net- 
work with  government  money.  ANS  and 
the  NSF  deny  the  charge. 


PSI  and  UUNET  are  roughly  equal  in 
size;  their  principals  speak  of  one  another 
with  the  mixture  of  respect  and  dismissive- 
ness  one  imagines  Westinghouse  and  Gen- 
eral Electric  executives  displayed  a  century 
ago.  Adams  claims  that  a  third  of  his  cus- 
tomers came  from  his  rival  up  the  road.  Says 
PSI's  Schoffstall:  "On  January  1,  1990,  we 
were  the  smallest  Internet  provider.  Now 
we're  the  biggest."  In  an  industry  where  it's 
hard  to  tell  the  entrepreneurs  from  the  ama- 
teurs, both  are  building  solid  management 
and  technical  staffs  to  operate  decentralized 
systems.  That's  not  easy,  according  to 
Schoffstall:  "The  talent  base  for  running  dis- 
tributed networks  on  a  planetary  scale  is 
very  narrow.  You  know  that  airline  ticketing 
is  a  technical  challenge;  this  business  is  like 
airline  ticketing  on  steroids." 

■  DIAL-UPS.  Like  the  leased-line  provid- 
ers, this  group  also  hooks  people  to  the  In- 
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We've  been  helping  companies  grow  using  innovative  applications  of  information 
technology  for  over  30  years.  (Even  during  periods  of  corporate  cost-cutting  and 
downsizing.)  Improving  speed  to  market.  Increasing  responsiveness.  Gaining 
access  to  new  markets.  Think  of  us  as  vitamins  for  your  business.  (214)  605-2000. 


ternet  but  on  a  smaller  scale,  concentrating 
on  customers  who  connect  a  single  comput- 
er by  means  of  a  modem  and  ordinary 
phone  line,  and  pay  about  $20  a  month. 
The  dial-ups  are  a  colorful  lot.  Take  Digital 
Express  founder  Doug  Humphrey,  6-foot-3 
and  275  pounds,  an  ex-troubleshooter  for 
Tandem  Computers  with  a  gargantuan  ap- 
petite for  business.  He  says,  "The  Internet 
is  the  beginning  of  the  next  infrastructure, 
as  essential  as  water,  power,  phones,  sew- 
ers, roads — and  beer,  probably.  I  don't 
know  whether  a  small  company  can  survive 
the  transition."  To  expand  beyond  the 
onesy-twosy  business  of  signing  up  individ- 
uals with  PCs,  Humphrey  is  pushing  hard 
into  the  leased-line  market,  pitching  to  gov- 
ernment and  corporate  accounts  in  the 
Netplex  and  New  York  City.  Capital  for  the 
expansion  will  come  from  Adam  Curry,  a 
video  jockey  on  MTV. 

Near  Baltimore,  James  Clark,  31,  runs 
tiny  ClarkNet  from  a  working  barn  on  his 
father's  farm,  where  cattle  low  and  modems 
glow.  Clark  left  an  insurance  company  to 
found  the  company  last  May.  He  has  been 
deaf  since  birth,  and  three  of  his  four  part- 
ners are  hearing-impaired — a  disability  ir- 
relevant in  cyberspace.  In  addition  to 
ordinary  dial-up  Internet  connections, 
ClarkNet  ppvides  technical  support  for 
people  whose  hearing  problems  keep  them 
from  seeking  information  by  phone. 

Meta  Network,  in  Arlington,  serves  as 
the  electronic  home  of  Vice  President 
Gore's  "reinventing  government"  task 
force.  Using  a  powerful  Dell  processor 
linked  to  the  Internet,  the  company  cre- 
ates on-line  "conference  centers"  that  in- 
clude electronic  bulletin  boards,  discussion 
groups,  and  specialized  databases.  The 
Gore  task  force  calls  its  con- 
ference center  NetResults. 
Other  customers:  the  Ken- 
nedy Center  for  the  Arts, 
the  American  Bar  Associ- 
ation, and  a  group  of  sci- 
entists studying  chaos  the- 
ory. Participants  can  visit 
their  conference  center  elec- 
tronically from  any  Inter- 
net access  point  in  the 
world,  avoiding  long-dis- 
tance charges. 

The  Netplex  also  gave 
birth  to  another  kind  of  dial- 
up,  the  public  on-line  ser- 
vice. The  first,  the  Source, 
started  in  McLean  in  1979; 
it  is  now  part  of  Compu- 
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Sei-ve,  in  Columbus,  Ohio. 
The  Netplex  is  host  to  two 
big  on-line  services,  Ameri- 
ca Online,  No.  3  after  Prod- 
igy and  CompuServe,  and 
GEnie,  No.  4,  owned  by  GE 
Information  Services. 

On-line  services  stand  a 
bit  apart  from  the  Internet. 
Because  they  sei-ve  Mam- 
mon, they  were  not  allowed 
to  connect  to  the  once  whol- 
ly noncommercial  Internet 
until  1989,  when  Vint  Cerf  persuaded  the 
government  to  let  in  commercial  E-mail. 

■  CAMP  FOLLOWERS.  The  list  of  those 
making  a  living  from  internetworking  in  the 
Washington  area  could  be  extended  almost 
indefinitely.  Network  Solutions  (Herndon) 
manages  the  military's  Defense  Data  Net- 
work (Chantilly,  Virginia)  and,  under  con- 
tract from  the  NSF,  assigns  addresses  to 
networks  as  they  join  the  Internet.  Inter- 
Con  Systems  (Herndon)  is  the  biggest  pro- 
ducer of  Internet  software  for  Macintosh 
users.  Newbridge  Networks  (Herndon  again) 
sells  more  than  $230  million  a  year  in 
networking  hardware.  Almost  invisible  in 
the  Netplex  are  the  intelligence  communi- 
ty's networks,  such  as  the  Financial  Crimes 
Enforcement  Network  in  Vienna,  which 
monitors  electronic  currency  transactions, 
looking  for  money  launderers. 

Amid  so  many  data  highway  businesses, 
no  wonder  Media  General  Cable  of  Fair- 
fax, in  a  survey  of  households  in  the  Vir- 
ginia county,  found  that  more  than  half 
own  personal  computers  and  three-fifths  of 
those  have  modems.  Says  vice  president  of 
technical  operations  Michael  Nelson: 
"Three  out  of  ten  business 
cards  I  get  have  E-mail 
addresses." 


The  Netplex  grew  in  Wash- 
ington because  the  fed- 
eral government  is  there.  It  is 
the  biggest  buyer  of  informa- 
tion technology.  Feds  built 
the  Internet  and  still  sub- 
sidize it — though  as  it  has 
expanded,  the  subsidized 
portion  of  its  costs  has  fallen 
to  below  8%.  (By  compari- 
son, government  payments 
make  up  about  5%  of  farm- 
ers' income.) 

Moreover,  the  federal  bu- 
reaucracy is  the  world's  larg- 


est producer  of  information. 
Consider  the  flow  of  data 
from  the  Securities  and  Ex- 
change Commission  alone, 
which  Internet  Multicasting 
Service,  in  the  National 
Press  Building  downtown, 
has  started  to  put  on  the  net: 
about  140  megabytes  per 
day,  more  than  the  entire  ca- 
pacity of  a  typical  personal 
computer.  It's  logical  that 
the  information  distribution 
business  would  grow  up  next  to  the  factory. 

The  paradox  of  the  Netplex  is  that  this 
industry,  which  makes  it  feasible  for  com- 
puter users  to  live  and  work  anywhere  from 
Reykjavik  to  Jakarta,  is  so  highly  localized. 
Jean  Villanueva,  a  vice  president  of  Ameri- 
ca Online  who  has  worked  for  GE  Informa- 
tion Services  and  the  Source,  says,  "We  all 
know  one  another,  or  know  who  we  are.  I 
keep  up  with  most  of  the  GE  folks  and  a  lot 
of  old  Source  people."  Says  Carl  Malamud, 
president  of  Internet  Multicasting  Semce: 
"We  all  talk  to  each  other — ^we  have  to,  be- 
cause the  net  is  a  very  complex  machine." 

When  they  talk,  of  course,  cybernauts 
are  as  lUcely  to  share  a  byte  as  a  meal.  Scott 
Williamson  of  Network  Solutions,  who  as- 
signs Internet  addresses,  and  Martin 
Schotfstall  of  PSI,  who  requests  more  of 
them  than  any  other  leased-line  provider, 
work  across  the  street  from  each  other  in  a 
small  complex  of  low-rise  offices.  But  they 
never  met  until  they  were  on  an  airplane 
headed  for  a  conference  in  Ohio. 

All  the  same,  proximity  to  Washington 
matters.  The  government's  relative  impor- 
tance as  a  market  will  diminish,  but  not  its 
power  to  affect  the  young  industry.  Says 
Frank  Burns,  a  Meta  Network  partner  who 
has  painted  his  Dell  320N  notebook  with 
Southwestern  Indian  designs:  "Technically, 
we  could  be  anywhere,  but  the  real  ques- 
tions aren't  technical.  They  are  public  poli- 
cy and  social  change.  It's  really  important 
to  be  here." 

The  Netplex's  enduring  advantage  as  a 
business  center  is  likely  to  be  its  people. 
The  technical  and  service  skills  required 
to  run  large  data  networks  are  scarce,  and 
labor  markets  work  best  when  people  can 
change  jobs  without  changing  mortgages. 
Washington,  predicts  America  Online 
President  Stephen  Case,  will  be  an  eco- 
nomic powerhouse  in  the  electronic  mega- 
industry,  on  a  par  with  New  York,  Holly- 
wood, and  Silicon  Valley. 

About  time  the  place  earned  its  keep.  Q 
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pendent study  and  life  experience 
credits  (5,000  enrolled  students,  400 
faculty).  Free  Information-RIctiard 
Crews,  M.D.  (Harvard),  President, 
Columbia  Pacific  University,  Dept. 
3D23,  1415  Ttiird  St.,  San  Rafael, 
CA  94901;  800/227-0119  (California 
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HOW  IS  YOUR  INVESTMENT  PORT- 
FOLIO DOING?  call  PORTCOMM  at 
800-622-2504  Anytime  for  Evaluation 
Instructions. 


REAL  ESTAT 
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meetings  with  Siecor 
managers. 


Employee  retention, 
continuity,  and 
safety  have  been 
dramatically 
improved.  Fact 
is,  Siecor  gave 
Olsten  their  top 
kudos.  Their  Total 
Quality  Award. 
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The  Wired  Executive 


USING  A  PC  TO  BE  A  BETTER  BOSS 

Counting  on  computer  software  to  help  manage  people  may  sound 
Orwellian,  but  an  IDS  vice  president  shows  how  it  can  work. 


By  Alison  L.  Sprout 


Roger  Corea,  50,  has  spent 
most  of  his  25  years  at  IDS  Fi- 
:  nancial  Services  honing  his 
management  skills  and  tak- 
ing charge  of  more  and  more 
employees.  Today,  as  vice  presi- 
dent in  charge  of  the  Northeast  region,  he 
oversees  15  division  vice  presidents,  each 
with  a  staff  of  several  dozen  financial  plan- 
ners. He  told  Fortune  how  ManagePro  for 
Windows  software,  from  Avantos  Perfor- 
mance Systems  of  Emeryville,  California, 
helps  him  supervise  his  executives. 

Why  did  you  start  using  ManagePro? 

I've  always  been  interested  in  the  power 
of  computers  to  organize  time.  I'd  tried  per- 
sonal information  management  software 
with  features  like  calendars,  address  books, 
and  so  on.  That  type  of  program  is  good  for 
scheduling  and  keeping  track  of  data,  but  it 
doesn't  do  anything  to  help  you  manage. 

I  needed  a  system  that  would  help  me 
implement  our  management  philosophy 
and  document  goals  and  progress.  I  found 


Corea  bosses  15  execs  from  his  base  in  Fairport,  New  Yorl<. 


ManagePro  about  a  year  ago,  and  now  it's 
always  up  on  my  screen,  whether  I'm  at  the 
office  or  on  the  road.  My  computer  is  a 
Toshiba  T4400C  notebook.  When  I'm  at 
the  office  I  use  it  with  a  docking  station  to 
connect  to  our  network. 

How  does  iVIanagePro  worl<? 

It's  similar  to  the  process  we  already  had 
at  IDS.  ManagePro  is  designed  to  help  me 
establish  goals,  monitor  progress,  give  in- 
formal feedback,  and  conduct  reviews.  I 
use  mainly  the  People  portion  of  the  pro- 
gram, but  there's  also  a  section  called 
Goals,  for  managers  who  don't  have  any- 
one reporting  to  them  directly  but  use  the 
software  to  track  projects. 


Can  you  wall<  tlirougii  wliat's  involved? 

Each  fall  I  list  all  the  managers  in  my  re- 
gion. Then  I  click  on  each  name  using  a 
mouse  and  enter  that  person's  goals  for  the 
next  year,  such  as  financial-planner  pro- 
ductivity and  number  of  new  clients.  Under 
each  goal  I  list  the  strategies  that  the  man- 
ager and  I  have  agreed  on  to 
reach  it. 

J     After  my  database  is  ready,  I 
I  use  ManagePro  to  monitor  my 
managers'  progress.  I  keep  a  run- 
ning record  of  phone  conversa- 
tions and  meetings  in  the  Prog- 
ress section  under  each  person's 
name  and  take  notes  on  how 
they're  doing.  My  administrative 
assistants  enter  numbers  taken 
I    from  standard  performance  re- 
j    ports  we  have  for  each  division 
1    and  pipe  them  into  my  machine 
j    via  the  office  network. 

The  Feedback  and  Coaching 
section  lets  me  record  the  advice 
;    I'm  giving  as  well  as  the  manag- 
j    er's  response.  Whenever  I  talk  to 
'    that  manager,  I  can  call  up  what 
j    we  talked  about  before  and  see 
j    whether  things  have  improved.  I 
can  also  program  ManagePro  to 
remind  me  when  it's  time  to 
check  in  with  different  managers. 


n  IVIANAGEPRO  2.0  FOR  WINDOWS 
BY  AVANTOS 

This  "MBA-ware"  sells  for  $395  per 
copy.  It  runs  on  a  network  so  employ- 
ees can  access  parts  of  their  own  files. 
Look  for  a  Mac  version  this  month. 

n  TOSHIBA  T4400C 

An  eight-pound  notebook  with  a  486 
processor  and  color  screen.  Recently 
superseded  by  the  T4600C  at  $4,499. 
Optional  docking  station  costs  $649. 


Has  the  program  made  a  difference? 

I  have  one  manager  who  is  an  excellent 
leader,  yet  at  one  point  his  office  had  the 
highest  refund  rate  in  the  region.  (IDS  of- 
fers clients  a  refund  if  they're  not  satisfied 
with  their  initial  financial  plan.)  We  agreed 
last  January  that  by  June  the  refund  rate 
should  be  down  by  30%,  and  that  by  year- 
end  it  should  match  the  regional  average.  I 
documented  his  strategy  and  progress  using 
the  program.  It  was  one  of  four  or  five  issues 
that  we  regularly  discussed.  By  June  he  had 
exceeded  his  goal.  It  could  have  been  done 
without  ManagePro,  but  our  strategy  might 
have  been  lost  in  the  shuffle  of  maybe  50 
other  areas  I  was  keeping  my  eye  on. 

What  about  performance  reviews? 

To  do  15  reviews  well  is  quite  a  challenge.  I 
used  to  juggle  about  40  file  folders — several 
for  each  manager.  Now  the  information  is  in 
the  computer,  and  I  can  create  a  report  from 
the  data  I've  been  collecting  all  along.  I've  cut 
the  time  I  need  to  prepare  for  a  review  by  at 
least  70%,  and  my  reviews  are  more  compre- 
hensive and  relevant.  I  used  to  do  only  semi- 
annual reviews;  now  I  do  them  every  quarter. 

How  else  has  management  software  im- 
proved the  way  you  work? 

My  anxiety  level  is  a  lot  lower!  That's  be- 
cause I'm  much  better  organized  and  more 
eflBcient.  I  spend  less  time  writing  plans  and 
more  time  taking  action.  My  conversations 
with  managers  used  to  be  full  of  general 
discussions  about  what  was  going  on.  Now 
our  talks  have  an  agenda  and  we  focus  on 
their  goals,  so  the  managers  pay  more  at- 
tention too.  As  my  boss  likes  to  say,  people 
respect  what  you  inspect.  □ 
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ARD/S  is  two-way,  wireless  data  communication.  The  freedom  to  communicate 
nationwide,  from  anywhere  at  anytime.  The  ability  to  communicate  with  computers 
and  people,  instantly.  The  power  to  communicate  efficiently,  to  be  more  productive. 
The  wireless  data  network  from  ARDIS.  The  only  thing  missing  is  the  wire. 


Aomc^ 

Real-time  information  solutions  for 
real-life  business  problems"' 

1-800-662-5328      Ext.  440 


7 


THE  ECONOMY/FORTUNE  BOOK  EXCERPT 
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A  lot  for  companies — but  hardly  at 
all  for  countries,  argues  a  top  U.S. 
economist  in  a  new  book.  Raising 
domestic  productivity,  not  capturing 
global  m,ark:etr,,  is  what  lifts  living 
standards.        ■  by  Paul  Krugman 

ALMOST  NOBODY— in  business  or  govern- 
ment— would  disagree  with  this  statement: 
"Today  America  is  part  of  a  truly  global  econ- 
omy To  maintain  our  standard  of  living,  we  must  learn 
to  compete  in  an  ever  tougher  world  marketplace. 
That's  why  high  productivity  and  product  quality  have 
become  essential.  We  need  to  move  the  economy  into 
high-value  sectors  that  will  generate  jobs  for  the  future. 
And  the  only  way  we  can  be  competitive  is  if  we  forge  a 
new  partnership  between  government  and  business." 

The  problem  is:  It's  baloney  In  reality,  there  is  al- 
most nothing  to  oiir  fixation  with  national  competitive- 
ness, or  its  central  idea — that  every  country  is  like  a 
giant  corporation  slugging  it  out  against  rivals  in  global 
markets.  The  U.S.  and  Japan  are  simply  not  competi- 
tors in  the  same  way  that,  say,  Ford  competes 
with  Toyota.  Any  country's  standard  of  living 
depends  almost  entirely  on  its  own  domestic 
economic  performance,  and  not  on  how  it  per- 
forms relative  to  other  countries.  That's  not 
just  my  view;  it's  what  most  economists  think. 

Why  should  you  care?  One  important  rea- 
son: Countries  that  wrongly  think  they  are  in  a 
competitive  struggle  over  who  gets  the  spoils 
are  more  likely  to  fall  into  a  major  trade  war. 
Such  conflicts  don't  destroy  economies  the  way 
real  wars  do,  but  they  harm  everyone — and  it 
takes  a  long  time  to  recover  from  them.  When 
protectionist  measures  like  the  infamous 
Smoot-Hawley  tariff  shattered  the  global  trad- 
ing system  between  the  two  world  wars,  trade 
among  industrial  countries  didn't  regain  its 
1914  peak  until  1970. 

The  other  risk  is  that  true  believers  in  compet- 
itiveness— I  call  them  strategic  traders,  to  point 
up  their  obsession  with  winning  export  battles — 

Adapted  from  Peddling  Prosperity:  Economic  Sense  &  Non- 
sense in  tlie  Age  of  Diminislied  Expectations  by  Paul  Krug- 
man, to  be  published  in  March  1994  by  W.W.  Norton  &  Co. 


often  advocate  pouring  huge  sums  of  taxpayer  money  into 
projects  they  hope  will  create  jobs  or  build  prestige  but 
that  make  almost  no  economic  sense.  Example:  the  bil- 
lions of  dollars  France  has  spent  propping  up  its  computer 
industry  Leading  American  strategic  traders — among 
them.  Labor  Secretary  Robert  Reich,  CUnton  health  poli- 
cy adviser  Ira  Magaziner,  and  MIT  economist  Lester 
Thurow — have  argued  for  similarly  extravagant  (and  mis- 
guided) investments  to  enhance  national  competitiveness. 

To  understand  why  the  doctrine  of  strategic  trade 
drives  economists  into  a  fury,  go  back  to  that  imaginary 
quotation.  It  was  carefully  constructed  to  illustrate  six 
fundamental  misconceptions.  Let's  do  the  numbers. 

(1)  "Part  of  a  truly  global  economy."  Strategic  trade 
rhetoric  implies  both  that  the  typical  U.S.  business  or 
worker  is  now  producing  for  global  markets  and  that 
the  extent  of  globalization  is  historically  unprecedent- 
ed. Neither  is  true. 

In  1992,  exports  were  10.6%  of  U.S.  GDP,  imports 
were  11.1%.  This  was  substantially  more  than  the  4%  on 
both  sides  of  the  ledger  in  1960.  Surprisingly,  however, 
the  numbers  haven't  changed  much  since  1980:  The  big 
increase  in  the  importance  of  international  trade  to  the 
U.S.  economy  took  place  in  the  1970s,  not  the  1980s.  And 
even  so,  the  numbers  remain  modest.  continued 


!  \  ERE  WOULD  PRODUCTIVITY 
i2;ains  bring  the  biggest  payoff 
for  the  U.S.?* 


'ast  foo 

For  the  answer;  turn  the  page 
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S  Now  remember  the  strate- 
5  gic  traders'  favorite  analogy: 
i  that  a  country  is  merely  a 
corporation  writ  large.  As 
we've  just  seen,  the  theoreti- 
cal corporation  called  Amer- 
ica Inc.,  even  after  globaliza- 
tion, sells  almost  90%  of  its 
output  to  its  own  workers 
and  shareholders.  How  many 
companies  do  anything  close 
to  that?  None.  Clearly  coun- 
tries are  nothing  at  all  like 
corporations. 

One  might  argue  that 
while  most  U.S.  output  is 
still  sold  to  ourselves,  a 
MIT  professor  Paul  much  larger  proportion  is  sold  in  domestic  markets  that 
Krugrtian,41,isone  are  newly  subject  to  international  competition,  such  as 
of  America's  most  automobiles  or  computers.  This  is,  however,  only  a  lit- 
respected  experts  in  tie  bit  true.  More  than  70%  of  U.S.  output  consists  of 
international  trade  services  rather  than  goods,  and  most  services  are  effec- 
and  finance.  Tills  tively  insulated  from  international  competition  because 

article  is  adapted  they  are  hard  to  transport.  Collectively,  services  ac- 

from  Ills  latest  book,  count  for  only  about  20%  of  U.S.  trade. 
Peddling  Prosperity.  Nor  is  the  degree  of  U.S.  dependence  on  world  trade 
without  precedent — or  even  unusual.  Most  historians  of 
the  international  economy  date  the  emergence  of  a  truly 
global  economy  to  the  Forties— the  1840s,  when  railroads 
and  steamships  reduced  transport  costs  to  the  point 
where  large-scale  shipments  of  bulk  commodities  became 
possible.  International  trade  quickly  surged.  By  the  mid- 
19th  century,  the  leading  economy  of  the  day.  Great  Brit- 
ain, was  exporting  more  than  a  third  of  its  GDP — three 
times  as  much  as  the  U.S.  exports  today  Britain  eventual- 
ly invested  about  40%  of  its  savings  overseas  every  year. 
And  an  era  of  mostly  open  borders  was  marked  by  inter- 
national migration  that  dwarfs  anything  recent.  (Where 
was  your  great-grandmother  born?) 

Why  does  this  matter?  Strategic  traders  reject  con- 
ventional economic  wisdom  on  the  grounds  that  it  is  no 
longer  relevant  in  a  global  economy — but  even  classical 
economic  theory,  developed  mostly  by  English  econo- 
mists in  the  19th  century,  applied  to  an  economy  that 
was  far  more  dependent  on  international  trade  and  in- 
vestment than  the  U.S.  is  today  So  what  looks  like  wis- 
dom to  the  unwary  looks  like  ignorance  and  shoddy 
thinking  to  anyone  who  knows  some  economic  history 

(2)  "Competing  in  the  world  marketplace,"  Again,  stra- 
tegic traders  hold  that  countries  compete  with  each 
other  in  the  same  way  that  Nike  competes  with  Reebok; 
they  attribute  the  long  stagnation  of  middle-class  living 
standards  in  the  U.S.  to  a  failure  to  do  this  effectively 
What's  wrong  with  their  thinking?  At  a  conceptual 
level,  the  most  basic  point  about  international  trade  is 
that  it  is  not  a  zero-sum  game.  Companies  like  Nike  and 
Reebok  are  almost  purely  rivals:  Only  a  tiny  fraction  of 
Nike's  sales  are  to  Reebok  workers,  and  vice  versa.  So 
one's  success  tends  to  be  at  the  other's  expense.  But  the 


major  industrial  countries,  while  they  sell  products  that 
compete  with  each  other,  are  also  each  other's  main  ex- 
port markets  and  main  suppliers  of  useful  imports.  If 
anything,  a  successful  European  or  Japanese  economy 
helps  the  U.S.  by  providing  us  with  larger  markets. 

Moreover,  the  purpose  of  international  trade — the 
reason  it  is  useful — is  to  import,  not  to  export.  That  is, 
what  a  country  really  gains  from  trade  is  the  ability  to 
import  things  it  wants.  Exports  are  not  an  objective  in 
and  of  themselves;  the  need  to  export  is  a  burden  that  a 
country  must  bear  because  its  import  suppliers  are  crass 
enough  to  demand  payment. 

But  isn't  it  a  fact  that  the  stagnation  of  U.S.  living 
standards  has  been  in  large  part  due  to  a  failure  to  com- 
pete effectively  on  world  markets?  No,  it's  not  a  fact. 
From  1979  to  1989  the  real  compensation  of  all  U.S. 
workers  rose  5.8%,  while  productivity  rose  5.1%.  These 
are  purely  domestic  variables — that  is,  productivity  is 
not  measured  relative  to  other  countries,  and  no  data 
about  global  market  shares  or  anything  that  involves 
the  global  economy  are  taken  into  account.  Yet  the  two 
series  rose  by  almost  exactly  the  same  (disappointing) 
amount.  So  we  got  almost  exactly  the  growth  in  living 
standards  we  would  have  gotten  if  the  U.S.  were  alone 
in  the  world  and  we  had  no  international  trade  at  all. 

(3)  "High  productivity."  Just  about  everyone  now  agrees 
that  the  U.S.  economy  needs  higher  productivity  Most 
people,  however,  are  confused  about  why  The  most 
popular  explanation  is  that  we  need  to  be  productive  in 
order  to  compete  in  the  global  economy  That  was  the 
explanation  President  Clinton  gave  in  February  1993, 
when  he  tried  to  justify  an  economic  package  that  in- 
cluded painful  tax  increases.  But  it's  wrong.  We  need  to 
be  more  productive  in  order  to  produce  more,  and  this 
would  be  true  even  if  the  U.S.  were  completely  without 
foreign  competitors  or  customers. 

To  illustrate,  let's  consider  three  questions.  First, 
what  happens  to  a  country  whose  productivity  is  inferi- 
or to  that  of  the  countries  it  trades  with?  The  common 
view  is  that  it  will  suffer.  After  all,  if  you  aren't  better 
than  your  rivals  in  something,  how  can  you  sell  anything 
on  world  markets?  The  right  answer  is  that  being  less 
productive  than  your  trading  partners  poses  no  special 
problems.  Of  course,  a  country  whose  productivity  is 
low  across  the  board  is  not  going  to  have  a  high  stan- 
dard of  living;  but  that  has  nothing  to  do  with  the  fact 
that  it  must  coexist  with  more  productive  nations.  In 
fact,  the  option  of  exporting  to  those  superior  "compet- 
itors" the  things  you  don't  make  too  badly,  and  import- 
ing from  them  the  things  you  do,  delivers  a  somewhat 
higher  living  standard  than  a  country  with  very  low  do- 
mestic productivity  might  otherwise  enjoy  This  is  the 
basic  point  David  Ricardo  made  in  1817  when  he  first 
expounded  the  principle  of  comparative  advantage — a 
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NONSTOP  IVIEGAT0P747  SIX  TIMES  WEEKLY.  LOS  ANGELES  TO  TAIPEI. 
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I 


Enjoy  inflight  service  even  other  airlines  talk  about  on  our  exclusive  MEGATOP  747-400s 
to  Taipei.  We  also  fly  nonstop  daily  from  San  Francisco  to  Hong  Kong  and  Los  Angeles  to 
Tokyo.  All  of  our  flights  then  continue  on  to  Singapore,  where  most  connect  A 
immediately  to  major  cities  throughout  Southeast  Asia.  sinGAPORE  airlihes  ^» 
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principle  tliat  every  student  learns  in  Economics  101 
and  that  most  politicians  persist  in  ignoring. 

Second  question:  What  happens  to  a  country  whose 
productivity  growth  lags  behind  that  of  its  rivals?  The 
common  view  is  that  it  is  in  big  trouble— after  all,  a  cor- 
poration that  systematically  fails  to  match  competitors' 
productivity  gains  is  not  going  to  stay  in  business.  The 
right  answer,  however,  is  that  how  fast  productivity  is 
growing  abroad,  and  whether  we  are  ahead  of  or  behind 
the  pack,  is  irrelevant. 

From  World  War  II  until  1973,  productivity  in  the  U.S. 
rose  2.8%  annually  After  1973,  it  rose  only  0,9%  annually, 
a  rate  generally  slower  than  in  other  advanced  nations.  If 
the  rest  of  the  world  did  not  exist,  this  slowdown  would 
have  reduced  growth  in  U.S.  incomes  by  1.9%  per  year. 
Any  effects  from  lagging  behind  foreign  competitors  con- 
tributed at  most  another  0.1  percentage  point.  The  moral; 
What  matters  for  the  trend  in  U.S.  living  standards  is  our 
domestic  rate  of  productivity  growth— pe/wd. 

Third  question;  Which 


VALUE  ADDED  per  worfa  i. 
1991  figures 

Cigarettes 
Petroleum  refining 
Autos 

Tires  &  inner  tubes 
Aerospace 
Electronics 
All  manufacturing 


strategic  traders  say 
the  U.S.  should 
pour  money  into 
industries  with  high 
value  added  per 
worl<er  because  they 
will  generate  the  jobs 
of  the  future.  Will 
they?  Look  at  this 
list  and  decide 
for  yourself. 


is  more  important,  pro- 
ductivity growth  in  indus- 
tries that  must  compete 
with  foreigners,  or  pro- 
ductivity growth  in  sectors 
that  produce  for  sheltered 
domestic  markets?  Most 
people  would  answer  that 
productivity  growth  among 
companies  that  compete 
internationally  is  more  im- 
portant. The  right  answer, 
again,  is  that  what  matters 
for  the  U.S.  standard  of 
living  is  the  overall  pro- 
ductivity of  American  workers.  It  doesn't  matter  whether 
they  are  competing  with  foreigners  or  producing  only  for 
the  domestic  market.  This  has  one  major  implication  that 
runs  counter  to  much  conventional  wisdom;  Service  pro- 
ductivity matters  more  than  manufacturing  productivity 
To  be  exact,  since  about  70%  of  the  value  added  in  the  U.S. 
economy  is  in  services,  vs.  20%  in  manufacturing  (with  the 
remainder  in  agriculture,  construction,  and  mining),  a 
percentage  point  gain  in  service  productivity  is  worth  31/2 
times  as  much  as  an  equal  gain  in  manufacturing. 

(4)  "High-value-added  sectors."  Strategic  traders  claim 
the  best  way  to  improve  living  standards  is  to  encourage 
investment  in  sophisticated  industries  like  computers  and 
aerospace,  which  provide  high  value  added  per  worker. 
Wrong  again.  Why  is  value  added  per  worker  in  some 
businesses  higher  than  in  others?  It  isn't  enough  to  assume 
they  are  just  better  businesses.  If  they  were,  capital  and 
labor  would  flood  into  them,  competing  those  high  re- 
turns away.  (Markets  may  be  imperfect,  but  they  aren't 
stupid  or  sluggish.)  In  fact,  the  usual  reason  value  added 
per  worker  is  high  in  some  industries  is  that  other  inputs, 
such  as  capital  or  skill,  are  high  there  as  well.  Since  the 
economy  has  limited  supplies  of  capital  and  skill,  encour- 
aging industries  that  use  those  scarce  resources  intensively 


may  well  lower  instead  of  raise  per  capita  income. 

What  is  most  striking,  however,  is  that  advocates  of 
"high  value"  industries,  like  Robert  Reich  and  Lester 
Thurow,  apparently  haven't  bothered  to  check  which 
industries  actually  do  have  high  value  per  worker.  As 
the  table  on  this  page  reveals,  it  turns  out  that  the  real 
high-value  industries  in  the  U.S.  are  extremely  capital- 
intensive  sectors  like  cigarettes  and  oil  refining.  High- 
tech sectors  that  everyone  imagines  are  the  keys  to  the 
future,  like  aircraft  and  electronics,  are  only  average  in 
their  value  added  per  worker. 

(S)  "Jobs."  Many  strategic  traders  blame  America's  fail- 
ures in  international  competition  for  the  loss  of  "good 
jobs"  in  manufacturing,  with  the  unfortunate  workers 
forced  either  into  unemployment  or  into  much  lower- 
paying  service  jobs.  The  image  of  the  former  steelwork- 
er  now  earning  minimum  wage  flipping  hamburgers  is 
deeply  embedded  in  popular  perceptions. 

In  fact,  the  U.S.  economy  has  been  the  great  job  en- 
gine of  the  advanced  world,  with  a  38%  increase  in  em- 
ployment from  1973  to  1990,  compared  with  19%  in 
Japan  and  only  8%  in  Europe.  Now  it  is  true  that  real 
wages  have  stagnated.  But  is  this  because  workers  have 
been  forced  out  of  good  manufacturing  jobs  into  low- 
paying  service  jobs?  No,  for  two  reasons.  First,  manu- 
facturing jobs  are  not  all  that  well  paid  (the  hourly  wage 
in  manufacturing  is  only  10%  higher  than  in  other 
jobs).  The  stagnation  in  real  wages  was  not  because 
good  jobs  in  manufacturing  were  lost,  but  because  real 
wages  for  a// jobs  that  didn't  require  a  college  education 
stagnated  or  fell,  as  technological  change  reduced  de- 
mand for  less  skilled  workers.  And  second,  the  wide- 
spread belief  that  the  U.S.  has  lost  its  manufacturing 
base  in  the  face  of  foreign  competition  is  simply  wrong. 

Deindustrialization  and  the  "hollowing  out"  of  the 
economy  never  happened.  True,  the  share  of  manufac- 
turing in  U.S.  value  added  and  employment  has  been 
faUing  for  many  years.  But  this  trend  is  common  to  all 
industrial  countries.  In  fact,  manufacturing's  share  of 
the  economies  of  Germany  and  Japan  has  declined  as 
fast  as  or  faster  than  that  in  the  U.S.  Nor  is  there  any 
mystery  about  the  trend.  Essentially,  it  is  driven  by  the 
combination  of  relatively  fast  productivity  growth  in 
manufacturing  and  limited  demand  for  manufactured 
goods.  The  general  public  prefers  to  spend  most  of  the 
annual  increase  in  its  income  on  services.  The  result; 
Demand  can  be  satisfied  by  a  static  or  even  falling  num- 
ber of  factory  workers. 

The  story  should  sound  familiar;  It's  exactly  what 
happened  to  agriculture  50  years  earlier.  Very  few 
Americans  now  live  on  the  farm,  not  because  our  farm- 
ers are  uncompetitive,  but  because  they  are  so  produc- 
tive we  don't  need  many  of  them.  And  America's 
"deagriculturalization"  has  proceeded  in  spite  of  con- 
sistent trade  surpluses  in  farm  products. 

What  appears  to  make  the  manufacturing  story  differ- 
ent is  that  since  1980  the  U.S.  has  consistently  run  trade 
deficits  in  manufacturing,  and  there  is  no  question  that 
some  industries,  such  as  shoes  and  apparel,  have  shrunk 
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under  the  impact  of  import  competition.  But 
is  tliis  mainly  because  of  a  failure  to  be  com- 
petitive in  manufacturing? 

The  answer  is  an  overwhelming  no.  In 
1992  the  U.S.  trade  deficit  in  manufactured 
goods  was  $62  billion.  Now  remember  that 
much  of  a  dollar  of  "manufactured"  ex- 
ports indirectly  represents  services  such  as 
health  care  purchased  by  the  manufacturer. 
(GM's  largest  supplier  is  not  a  steel  compa- 
ny but  Blue  Cross/Blue  Shield.)  Input-out- 
put studies  of  the  U.S.  economy  give  us  a 
pretty  good  estimate  of  the  hidden  service 
component  of  manufactures  trade:  Only 
about  60%  of  a  dollar  of  manufactures 
sales  represents  manufacturing  value  add- 
ed. Thus,  we  should  scale  down  the  mer- 
chandise trade  deficit  by  40%  to  estimate 
the  overall  impact  of  trade  on  the  industrial 
base.  This  suggests  that,  at  most,  competi- 
tive problems  in  U.S.  manufacturing,  as 
measured  by  our  trade  balance,  reduced 
value  added  in  these  industries  by  60%  of 
$62  billion,  or  $37  billion,  in  1992. 

That  may  sound  like  a  big  number,  but 
keep  in  mind  that  even  a  supposedly  "de- 
industrialized"  America  in  1992  still  had  a 
value  added  in  manufacturing  of  more  than 
$1.1  trillion.  We  have  just  suggested  that  in 
the  absence  of  a  trade  deficit  that  number 
might  have  been  about  $37  billion  larger; 
that's  a  difference  of  only  3.3%. 

(6)  "A  new  partnership."  This  is,  of  course, 
the  bottom  line.  Unfortunately,  as  we've 
just  seen,  a  government-business  partner- 
ship guided  by  the  tenets  of  strategic  trade 
would  almost  certainly  lead  to  bad  policies, 
since  it  would  be  founded  on  excruciatingly 
bad  economics — as  bad,  in  its  own  way,  as 
the  extreme  supply-side  doctrine  popular- 
ized by  a  different  set  of  policy  entrepre- 
neurs during  Ronald  Reagan's  presidency. 

Y  ADVICE  is  to  consider 
a  proper  understanding 
#  ■  of  the  real  relationship 
between  productivity  and 
competitiveness  as  a  kind 
of  test  of  the  reliability  of 
supposed  experts,  in  and  out  of  government. 
The  issues  involved  are  not  hard  to  sort  out — 
we're  not  talking  quantum  mechanics  here.  So 
if  you  hear  someone  say  something  along  the 
lines  of  "America  needs  higher  productivity  so 
that  it  can  compete  in  today's  global  econo- 
my," never  mind  who  he  is,  or  how  plausible  he 
sounds.  He  might  as  well  be  wearing  a  flashing 
neon  sign  that  reads  i  don't  know  what  i'm 
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Foreign  investors  are  swarming  to  the  mainland,  hoping  to  cash  in  on  the  country's 
double-digit  growth.  But  the  risks  are  rising  faster  than  the  GDP.  ■  by  John  J.  Cumin 


^^^^ 


NO  COUNTRY  to- 
day is  more  synony- 
mous with  growth, 
capital  gains,  and 
vast  opportunities 
to  make  money  than 
China.  Small  inves- 
tors are  crowding 
into  mutual  funds 
that  promise  to  grab 
some  of  China's 
double-digit  expansion.  Pension  funds  are 
pulling  cash  out  of  tired  LBO  funds,  where 
the  payoff  has  dwindled,  and  handing  it  to 
Mandarin  money  managers  who  talk  of  40% 
or  50%  prospective  returns.  U.S.  companies 
are  directly  investing  an  estimated  $3.5  bil- 
lion a  year  in  factories  and  offices  in  China. 

Talk  about  a  turnaround.  Just  a  few  years 
ago  China's  investment  potential  was  nil. 
There  were  no  mainland  stocks  to  speak  of, 
the  bottom  was  falling  out  of  Hong  Kong 
shares  in  the  wake  of  the  Tiananmen  Square 
massacre,  and  U.S.  corporate  investment 
was  shriveling.  China's  politics  haven't 
changed  much  since 
then,  but  investor  atti- 
tudes have.  Today 
there  are  more  than 
50  dedicated  China 
funds  managing  some 
$3  billion  for  institu- 
tional and  individual 
investors  in  the  West. 
You  can  invest  in  most 
of  the  funds  either  di- 
rectly or  through  a 
U.S.  broker.  The 
stocks  of  Chinese 
state  enterprises  that 
have  gone  public  can 
be  bought  through  a 
brpker  too,  though 
you  may  have  to  pay 


an  extra  fee  if  they  are  listed  only  on  a  Chi- 
nese exchange  and  not  in  New  York  or 
Hong  Kong. 

The  wave  hasn't  crested  yet.  Within  the 
past  few  months  several  big  Asia  infrastruc- 
ture funds  have  been  launched  in  New 
York  and  elsewhere,  aimed  at  financing 
roads,  bridges,  and  power  plants  in  China 
as  well  as  in  other  developing  countries. 
Says  Philip  Tose,  chairman  of  Peregrme  In- 
vestments Holdings  in  Hong  Kong,  which 
will  manage  one  of  these  funds:  "Chinese 
consume  711  kilowatts  of  power  per  capita, 
vs.  11,333  per  capita  in  the  U.S.  The  poten- 
tial is  enormous." 

So  it  is.  And  nothing  conveys  that  poten- 
tial more  vividly  than  a  firsthand  look  at  the 
mainland's  amazing  transformation.  In 
something  of  a  ritualistic  dance,  American 
pension  fund  managers  arrive  in  Beijing  in 
groups  of  50  or  more  for  banquets  with  party 
bureaucrats,  then  fly  down  the  coast  for  fac- 
tory tours  around  Shanghai,  move  through 
the  thriving  southern  province  of  Guang- 
dong— ^where  GDP  rose  23%  last  year — and 
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end  up  meeting  with  analysts  in  Hong  Kong. 
Separate  trips  have  been  organized  by  Mor- 
gan Stanley,  pension  adviser  Frank  Russell, 
and  Institutional  Investor  magazine,  among 
others.  The  camera-toting  money  managers 
return  to  the  U.S.  eager  to  pump  their  port- 
folios full  of  China's  prosperity  The  ques- 
tion is,  Are  they  right,  or  just  dangerously 
naive? 

Maybe  they're  both.  Like  the  boom  in 
junk  bonds  in  the  1980s  or  in  the  Nifty  Fifty 
stocks  of  the  early  1970s,  investment  in 
China  has  merit— lots  of  it.  But  there  are 
risks  too,  and  they  are  getting  bigger  than 
most  investors  realize.  Says  Morgan  Stan- 
ley's Barton  Biggs,  who  has  been  investing 
internationally  for  more  than  a  decade:  "I 
am  disconcerted  by  the  view  that  no  one 
thinks  he  can  lose  money  there." 

But  then  there's  the  growth.  China  is 
the  world's  largest  consumer  market,  with 
1.2  billion  people  whose  incomes  are  ris- 
ing rapidly.  A  McKinsey  study  concludes 
that  China  has  60  million  people  who 
have  per  capita  incomes  of  $1,000  a  year 
or  more,  the  level  at 
which  consumerism  be- 
gins to  blossom.  These 
new  consumers  will  need 
power  plants,  designer 
clothiers,  McDonald's, 
you  name  it.  And  they 
represent  just  a  small 
fraction  of  the  popula- 
tion. The  potential  for  a 
huge  consumer  market 
is  staggering. 

So  why  are  longtime 
China  watchers  starting 
to  worry?  One  reason  is 
the  sheer  speed  at  which 
the  country  is  changing 
from  a  plodding  state- 
planned  economy  to  one 


116  FORTUNE    MARCH 7, 1994 


Photographs  by  Forrest  Anderson — Gamma/Liaison 


driven  more  by  market  forces.  While  the  di- 
rection is  right— and  the  scope  is  impres- 
sive— the  transition  is  not  without  troubles. 

One  point  of  concern:  China's  entrepre- 
neurial provinces  along  the  coast  are  racing 
ahead  at  GDP  growth  rates  of  20%  or 
more,  fueled  in  large  part  by  foreign  capi- 
tal. Inflation  is  high,  but  rising  wages  ease 
the  bite.  Inland  growth  is  much  slower,  and 
while  prices  are  rising  just  as  fast,  wages  are 
not.  The  government  has  tried  without 
much  success  to  quell  inflation,  mainly 
through  price  controls  on  some  essential 
commodities.  Demonstrations  and  other 
signs  of  social  unrest  appear  to  be  growing. 

A  more  immediate  worry  for  investors  is 
that  if  inflation  is  not  checked,  China's  cur- 
rency, the  yuan,  could  be  devalued.  Inves- 
tors only  have  to  think  back  a  few  years  to  a 
period  when  China's  government  was  deval- 
uing the  currency  every  few  months.  Growth 
is  nice,  but  so  is  capital  preservation. 


OLITICAL  RISKS  seem  to  be 
ising  too.  Can  the  market  keep 
I  '  liberalizing  without  creating  a 
_l  strong  desire  among  citizens  for 
more  freedom  in  other  areas  of  life,  leading 
to  another  bloody  confrontation  with  the 
old-line  Communist  leaders?  And  what 
happens  to  China's  power  structure  after 
Deng  Xiaoping  dies?  Such  concerns  do  not 
negate  the  long-term  case  for  China,  but 
they  do  make  it  less  of  a  sure  bet.  Investors 
need  patience,  smarts,  and  a  strong  stom- 
ach for  volatility. 

Many  institutional  investors  are  no  long- 
er wrestling  with  whether  to  go  east,  but 
how.  Some  are  buying  China's  listed  securi- 
ties, which  are  multiplying  fast,  while  oth- 
ers are  taking  the  leap  into  direct  investing, 
where  liquidity  is  traded  for  the  expecta- 
tion of  eventual  fat  payoffs.  Smaller  inves- 
tors are  generally  limited  to  China's  listed 
stocks  or  to  funds  that  specialize  in  them. 
While  direct  investment  funds  are  strug- 
gling, stocks  and  stock  funds  commonly 
produced  returns  of  50%  or  more  in  the 
past  year. 

Direct  investment  starts  with  one  big  ad- 
vantage over  listed  securities — the  price  of 
entry  is  lower.  Western  investors  can  typi- 
cally buy  into  an  existing  Chinese  enter- 
prise on  the  private  market  for  as  Httle  as 
five  times  earnings,  vs.  ten  to  20  times  for 
publicly  traded  companies.  But  for  many  of 
the  funds  that  were  launched  to  do  private- 


Opening  day:  U.S.  pension  funds  lieiped  build  this 
new  entertainment  center  In  Guangzliou. 
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market  investment,  that  advantage 
is  purely  hypothetical.  Says  Wil- 
liam Overholt,  an  economist  at 
Bankers  Trust  in  Hong  Kong: 
"Many  of  these  funds  simply  lack 
the  abiUty  and  contacts  to  turn  up 
good  deals."  As  a  result,  even  di- 
rect investment  funds  often  end 
up  parking  cash  in  the  same  place 
individual  investors  do — in  the 
listed  securities  markets. 

One  direct  investment  group 
that  has  had  considerable  success 
is  Chinavest,  a  14-year-old  invest- 
ment firm  that  started  putting  U.S. 
institutional  money  into  China  in 
1985.  The  firm  is  headed  by  Rob- 
ert Theleen,  who  was  an  Army  in- 
telligence officer  in  Vietnam 
during  the  war  and  stayed  in  the  region. 
One  of  Chinavest's  recent  projects;  a  glit- 
tering new  $3.8  million  entertainment  cen- 
ter in  Guangzhou,  which  opened  in  late 
January. 

With  pension  money  from  IBM,  among 
others,  Chinavest  has  undertaken  18  pro- 
jects in  China  over  the  past  nine  years.  It 
never  goes  in  alone.  "You  need  partners 
and  connections  in  China,"  says  Christo- 
pher Gray,  a  Chinavest  vice  president.  "We 


Prudential's  Fung  thinks  too  much  money  is  chasing  too  few  deals 
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wanted  the  entertainment  center  to  appeal 
to  parents,  so  we  joined  with  the  National 
Women's  Institute,  an  association  of  wom- 
en throughout  China."  Through  such  team 
play,  Chinavest  has  been  able  to  generate 
modest  double-digit  annual  returns  over 
the  past  nine  years. 

With  China's  risks  rising,  so  must  the  ex- 
pected returns.  Morgan  Stanley,  which  has 
been  investing  there  for  ten  years,  calcu- 
lates the  country's  risk  premium  at  19%, 
_    meaning  an  investment  in  Chi- 
/        /   I    11,1  lnll^l  iilk  I  a  prospective  re- 
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turn  that  beats  U.S.  Treasuiy  bills 
by  at  least  19  percentage  points. 
That  assumes  that  the  Chinese  in- 
vestment is  liquid,  as  a  stock  is.  An 
illiquid  investment  has  to  do  even 
better,  by  far.  Direct  investment 
fund  managers  say  the  potential 
returns  they  are  offering  investors 
today  must  be  30%  or  more. 

That  will  be  hard  to  make. 
Even  when  the  performance  bar 
was  lower,  most  direct  investors 
found  the  going  too  rough.  A 
number  have  pulled  out.  Jardine 
Fleming,  one  of  the  original  di- 
rect investors,  has  largely  quit. 
Among  its  early  missteps:  opening 
a  new  restaurant  for  tourists  near 
Tiananmen  Square  in  1989,  just  a 
week  before  the  shooting  began.  Baring 
Asset  Management  also  dropped  out,  opt- 
ing like  Jardine  to  concentrate  on  listed 
securities. 

Other  funds  have  come  in  to  replace 
them,  but  many  have  yet  to  find  deals  that 
will  generate  the  kinds  of  returns  their  cli- 
ents expect.  Obsei-ves  Victor  Fung,  chair- 
man of  Prudential's  Asian  subsidiary  in 
Hong  Kong:  "There's  just  too  much  money 
chasing  too  few  deals."  Fung,  who  manages 
a  $500  million  portfolio  for  Prudential  In- 
surance, also  worries  that  direct  investment 
is  not  yet  suitable  for  pension  funds, 
which  have  a  fiduciary  responsibil- 
ity. "There  are  no  clear  laws  in  Chi- 
na, and  you  can't  say  for  sure  how 
you're  going  to  get  your  money 
back.  Normally  in  direct  invest- 
ments you  can  get  it  back  at  the  ini- 
tial public  offering.  But  even  if  you 
are  a  big  investor  in  a  state  enter- 
prise you  have  no  say  in  when  or 
whether  it  goes  public." 

Fung's  family  has  invested  in  Chi- 
na, but  when  he  wants  China  expo- 
sure for  the  pension  money  he 
manages,  Fung  sticks  to  public 
companies  throughout  Asia  that 
have  projects  in  China.  That  way  he 
retains  Uquidity — he  can  sell  his 
stock  when  he  wants  out. 

As  more  Chinese  enterprises  go 
public,  the  opportunities  to  cash 
out  of  a  direct  investment  get  bet- 
ter. Even  so,  the  daunting  bureau- 
cracy can  stifle  deals  before  they  get 
started.  Investors  seeking  a  direct 
investment  often  need  hundreds  of 
separate  approvals  from  regional 
Reporter  Associate  7oeMcGovra» 
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T3400 

•  8.4"  STN  monochrome  display 

•  7.9"  X  9.9"  X  1.7" 
•4.1  lbs, 
T3400Cr 

•7.8"  color  TFT-LCD  active 
matrix  display— 256  color  SVGA 

•  7.9"  X  9.9"  X  1.8" 
•4.4  lbs. 

Both  Models 

•  33MHz  SL  Enhanced  i486™SX 

•  120MB  HD 

•4MB  RAM  (expandable  to20MB) 
•Lithium-Ion  battery 
•T)pelI(5mm)PCMCIAslot 
•AccuPoint™  integrated 
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•  Integrated  BitBLT  graphics 
accelerator 
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Port  Replicator,  and 
VGA  adapter 

•  Windows™, 
DOS™, 
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INTRODUCING  THE 
NEW  ULTRAPORTABLE 
PORTEGE. 

Toshiba  engineers  have  just 
reinvented  the  portable 
computer.  The  Portege™ 
T3400  Series  perfectly 
balances  mass  and  speed. 
Now  you  can  travel  with  a  system 
smaller  than  a  notebook,  yet  graced  with  the  feel 
of  a  Ml-size  system;  driven  by  the  full  force  of  an  i486°'  SX/33 
■processor.  And  come  home  to  the  optional  Port  Replicator  for  simple,  single- 
point  connection  to  your  complete  desktop  environment.  See  how  far  Toshiba  has  taken  every  aspect  of 
portable  computing.  And  thinlc  where  it  can  take  you.  Call  1-800-457-7777  for  the  dealer  nearest  you. 

In  Touch  with  Tomorrow 

TOSHIBA 


8 1994  Toshiba  America  Information  Systems,  Inc.  All  products  indicated  by  trademark  symbols  .ire  trademarked  and/or  registered  by  their  respective  companies,  The  Intel  Inside  logo  is  a  trademark  of  Intel  Corporation, 
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and  local  officials.  Shanghai  has  tried  to 
ease  this  problem  by  assigning  Alex  Ye,  one 
of  its  senior  officials,  to  the  Hong  Kong  of- 
fices of  Arthur  Andersen.  Ye  has  the  au- 
thority to  provide  multiple  approvals,  or 
chops,  that  allow  investors  to  bypass  many 
smaller  commissions  and  ministries.  "I  run 
a  one-chop  shop!"  he  proudly  exclaims. 
Even  so,  the  obstacles  to  entry  remain  high. 

IVEN  the  difficulties  faced  by  di- 
rect investors,  it's  no  surprise  that 
much  of  the  action  lately  has  been 
in  China's  growing  hst  of  stocks. 
The  big  state-owned  industrial  enterprises 
began  making  initial  public  offerings  when 
the  Shanghai  Stock  Exchange  opened  in 
1990.  A  second  exchange,  in  Shenzhen,  just 
outside  of  Hong  ICong,  began  listing  compa- 
nies the  following  year.  Until  1992,  only  Chi- 
nese nationals  could  buy  these  shares.  Then 
a  separate  class  known  as  B  shares  was  creat- 
ed for  foreigners. 

In  1993,  Beijing  began  to  let  some  of  its 
larger  enterprises  sell  stock  on  foreign  mar- 
kets, beginning  with  the  Hong  Kong  Stock 
Exchange.  Since  then  six  have  gone  public 
in  Hong  Kong,  with  a  combined  market  val- 
ue of  roughly  $1.9  billion.  Three  more 
mainland  companies  should  list  in  Ilong 


Before  going  public,  Slianghai  Steei  Tube  gets  an  accounting  malteover  from  an  Ernst  &  Young  crew. 


Kong  early  in  1994,  and  another  batch  of  22 
is  reportedly  being  readied.  Four  Chinese 
stocks  have  also  listed  on  the  New  York 
Stock  Exchange.  The  Big  Board  not  only 
has  higher  P/E  multiples  than  does  Hong 
Kong— 37.9  vs.  20.6  at  the  end  of  1993— 
but  it  also  has  deeper  pockets.  Big  IPOs 
done  by  Chinese  companies  in  Hong  Kong 
have  soaked  up  so  much  of  the  colony's 
available  cash  that 
money  market  rates 
shot  up  by  as  much 
as  two  points. 
Tlie  stocks  are 
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Brilliance  China  Automotive  Holdings 

China  Tire  Holdings 

EK  Chor  China  Motorcycle 

Shanghai  Petrochemical 

CHINESE  COMPANIFS  LISTER  ON  THE  HONG  KONG  STOCK  EXCHANGE 

Tsingtao  Brewery 
Shanghai  Petrochemical 
Beiren  Printing  IVIachinery 
Guangzliou  Shipyard 
Maanshan  Iron  &  Steel 
Kunming  Machine  Tool 

CHINESE  COMPANIES  LISTED  ON  THE  AUSTRALIAN  STOCK  EXCHANGE 
Guangdong  Corp. 

CHINA  MUTUAL  FUNDS 

{iivMLmm  TO  U.S.  investors) 

China  Fund  Inc. 

EV  Marathon  Greater  China  Growth 

EV  Traditional  Greater  China  Growth 

Greater  China  Fund 

Ivy  China  Region  Fund 

Jardlne  Fleming  China  Region  Fund 

Templeton  China  World  Fund 

MARKET 
INDEXES 

Shanghai  B-share  index 
Shenzhen  B-share  index 

'  Year  to  date. '  Six-month  return. '  Not  available. 


Listing  date 

Return 

10/9/92 

-46.8%' 

7/15/93 

30.1% 

1  6/29/93 

31.0% 

1  7/26/93 

89.9% 

1  7/15/93 

171.4% 

7/26/93 

89.9% 

8/6/93 

135.6% 

8/6/93 

101.9% 

11/3/93 

76.2% 

1  12/7/93 

153.1% 

1  9/28/93 

40% 

Assets 

Return 

(millions) 

(one  year) 

1  $147.7 

42.2% 

1  $192.9 

49.4%' 

1  $235.8 

80.7% 

1  $134.9 

77.4% 

1  ^^-^ 

N.A.= 

1  $134.7 

49.9% 

1  $299.7 

N.A. 

Return 

{one  year) 

1  55.9% 

1  19.7% 

generally  performing  well — many  returned 
more  than  50%  last  year — but  there  are 
plenty  of  risks  too.  The  government  main- 
tains control  of  many  enterprises,  and 
shareholders  do  not  enjoy  the  readily  en- 
forceable rights  of  ownership  that  exist  in 
capitalist  markets.  Only  last  December  did 
China  adopt  an  official  "company  law"  rec- 
ognizing the  ownership  rights  of  sharehold- 
ers, and  this  will  not  take  effect  until  next 
July.  Says  Cheuk  Yan  Leung,  an  attorney  at 
Baker  &  McKenzie  in  Hong  Kong  who  has 
V.  1 1  fked  on  a  number  of  China's  stock  offer- 
ings: "When  it  comes  to  very  basic  laws 
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The  Shangliai  Stock  Exchange  Is  growing  rapidly. 
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This  announcement  appears  as  a  matter  of  record  only. 


230,000,000 


CASTIiE  HAMIiAM  PARTNERS  II,  li.R 


in  partnership  with  Management  and  Employees 
has  acquired 


INDSPEC 

Chemical  Corporation 


The  undersigned  assisted  in  the  merger  and  financing  negotiations, 
and  acted  as  financial  advisor  to  Castle  Harlan  Partners  II,  L.P. 


CASTIiE  HAMIi AM,  IMC. 


March  7,  1994 


New  York 


This  announcement  appears  as  a  matter  of  record  only. 
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CASTIiE  HARLAN  PARTNERS  II,  L.P. 


has  acquired  the  controlling  equity  interest  in 


MAG 

AEaOSPACE  INDUSTRIES.  INC. 


The  undersigned  assisted  in  the  merger  and  financing 
negotiations,  and  acted  as  financial  advisor  to 
Castle  Harlan  Partners  H,  L.P. 


CASTIiE  HARIiAN,  IMU 


March  7,  1994 


New  York 


This  annoimcemeni  appears  as  a  matter  of  record  only. 


i23,000,000 


CASTLE  HARLAN  PARTIVERS  II,  L.P. 


in  partnership  with  Management  and  Employees 
has  acquired 


SiPj  smarte  carte! 


The  imdersigned  assisted  in  the  merger  and  financing 
negotiations,  and  acted  as  financial  advisor  to 
Castle  Harlan  Partners  II,  L.P. 


CASTIiE  H ARIi AM,  INC. 


March  7,  1994 


New  York 
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Foreign  investment  lias  briglitened  Shangliai's  Nanjing  Road.  In  Hong  Kong  (below),  Shanghai  official  Alex  Ye  runs  a  "one-chop  shop"  to  lure  even  more  of  it. 


protecting  investors,  Cliina  lias  a  lot  of 
catching  up  to  do." 

Such  sliortcomings  may  not  become  ap- 
parent until  trouble  strikes.  Assume,  for  ex- 
ample, that  a  publicly  traded  Chinese 
enterprise — one  that  you  own  stock  in — 
goes  under.  Shareholders  theoretically 
have  a  claim  on  the  assets,  but  that  claim 
has  never  been  tested.  Some  investors  fear 
that  the  state  would  grab  aU  the  assets. 
Welcome  to  the  quasi-capitalist  market. 


SIDE  from  legal  considerations, 
just  how  good  are  these  compa- 
nies? The  answer,  for  many,  is  not 
i  _  kvery.  High-level  Beijing  bureau- 
crats privately  concede  that  roughly  one- 
third  of  China's  state  enterprises  are 
hopelessly  uncompetitive  and  should  be 
shut  down.  They  are  kept  alive  only  to 
avoid  massive  unemployment.  Of  the  re- 
maining two-thirds,  half  must  change  dra- 
matically in  order  to  sumve  without  state 
subsidies.  Only  the  rest  can  enter  the  mar- 
ketplace in  anything  resembling  their  pres- 
ent condition.  The  better  companies  have 
gone  public  first,  but  among  the  thousands 
more  that  could  be  listed  over  the  next  few 
years  there  presumably  will  be  many  that 
should  be  closed. 

To  make  enterprises  more  competitive — 
and  more  attractive  to  investors — China  is 
slowly  freeing  them  from  the  enormous  so- 
cial burdens  they  have  borne.  From  steel 


mills  to  petrochemical 

plants,  they  have  long 

been  expected  to  give 

workers  a  lifetime  of 

social  semces,  includ- 
ing education,  health 

care,  and  housing. 

Western  investors 

hardly  want  to  take  on 

those  obligations.  But 

removing  the  vast  so- 
cial superstructure 

will  be  a  monumental 

task,  since  China  has 

no  other  safety  net  for 
its  masses. 

Shanghai  Steel 
Tube,  a  manufacturer 
of  stainless-steel  tubes 
that  is  slated  to  issue 
B  shares  on  the  Shanghai  exchange  in 
March,  is  a  prime  example.  In  preparation, 
it  has  been  making  a  number  of  changes, 
including  reducing  the  head  count.  Of  the 
5,000  employees  on  the  payroll,  1,000  are 
retirees  enjoying  what  Chinese  call  the 
"iron  rice  bowl,"  the  wage  and  benefit  dole 
that  never  stops.  President  Gong  Hong  Lin 
says  the  company  has  "severed  most  of 
those  obligations."  Says  Peter  Churchouse, 
research  director  of  Morgan  Stanley  Asia: 
"These  companies  come  to  market  with 
lots  of  socialist  baggage." 

The  company  has  created  a  board  of  di- 
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I    rectors  to  replace  su- 
I    pervision     from  a 
I    government  ministry. 
v|    Gong  says  she  now 
I    makes  production  deci- 
i    sions  based  on  market 
demand  but  will  confer 
with  her  board  for 
more  important  deci- 
sions, such  as  changes 
in  product  lines.  Says 
she:  "Not  just  the  oper- 
ations of  this  company 
must  change;  the  man- 
agement systems  must 
change  as  well." 

The  motives  are 
good,  but  big  questions 
remain  about  the  profit 
potential  of  trans- 
formed state  companies.  Though  managers 
and  their  boards  will  have  more  say,  the 
government  will  still  be  the  majority  owner 
of  many  of  these  companies.  Argues  Gao 
Shangquan,  a  former  vice  minister  of  the 
State  Commission  for  Restructuring  Eco- 
nomic Systems:  "There's  nothing  wrong 
with  that.  Some  20%  of  the  Fortune  Glob- 
al 500  is  state-owned."  (Actually,  state 
companies  constitute  only  5%  of  our  list.) 

Shareholders  must  also  contend  with  in- 
adequate financial  information,  though  the 
Chinese  are  trying  to  improve  the  situation. 
When  a  company  gets  ready  to  hst,  staffers 
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I'^he  SAS®  System  is  a  new  concept 
I  ill  client/server  software,  ft 
delivers  mission-critical  data  to  the 
desktops  of  every  decision  maker . . . 
and  then  lets  you  turn  data  into  mean- 
ingftil  information.  Your  servers  not 
unly  dole  out  your  data  but  serve  up 
compute  resources  as  well.  Millions  of 
l  ecords  can  be  summarized,  and  just 
the  results  delivered  to  the  desktop. 


1 


The  world's  leading  infor- 
mation delivery  system 
provides  easily  customized 
menus.  Decision  makers  at 
every  level  can  drill  down 
through  your  vast  informa- 
tion reservoir,  determine 
critical  success  factoi's, 
forecast  trends,  and  more. 
Hundreds  of  aj^plications 
for  analyzing  data  and  for 
generating  reports  arc 
right  at  your  fingertips. 


Sales  Activities 


'I'he  SAS  System's  exclusive 
MultiVcntlor  Architecture™  means 
you  can  share  data  and  applications 
(or  parts  of  applications)  across 
all  your  hardware.  Applications  run 
where  it  makes  most  sense  to  run 
them . . .  allowing  you  to  maximize 
use  of  all  your  computing  resources 
wliile  protecting  your  existing 
applications  investment. 

Call  us  today  at  919-677-8200  for 
a  free  video,  plus  details  about  a  free 
software  evaluation. 


SAS  is  a  registered  trademark,  and  iMuliiVendor  Arcliitccture  ix  trademark',  of  SAS  Institute  Inc.  Copyriglit  ©  1993  by  SAS  Institute  Inc. 
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of  major  U.S.  accounting  firms 
move  into  its  offices  to  convert  com- 
munist-era accounting  to  a  West- 
ern, profit-oriented  standard.  The 
job  toolf  Arthur  Andersen  6,000 
hours  at  Tsingtao  Brewery. 

The  Ministry  of  Finance  recently 
issued  new  accounting  standards  in- 
tended to  bring  Chinese  accounting 
closer  to  that  of  the  West.  That  may 
be  wishful  thinking.  Says  Meocre  Li, 
managing  partner  of  Arthur  Ander- 
sen in  Hong  Kong:  "It's  easy  to  put 
out  new  standards,  but  the  interpre- 
tation of  them  at  the  company  level 
may  not  be  the  same  as  what  the 
MoF  intended.  Also,  there  is  no 
venue  for  companies  to  clarify 
whatever  problem  they  have.  Even 
the  local  accounting  firms  have  problems 
understanding  the  new  standards." 

Chinese  companies  traded  in  Hong 
Kong  and  New  York  are  held  to  tough 
standards  imposed  by  the  exchanges.  The 
Hong  Kong-listed  companies,  for  exam- 
ple, must  have  their  past  three  years'  re- 
sults adapted  to  international  accounting 
standards  and  audited,  vs.  only  one  year 
for  companies  seeking  a  B-share  listing  in 
China.  Because  of  these  better  reporting 
rules,  many  big  investors  pass  up  the  do- 
mestically listed  shares  entirely  and  focus 
only  on  those  listed  in  Hong  Kong.  With 
only  six  on  the  Hong  Kong  Exchange  so 
far,  the  flood  of  buyers  has  pushed  prices 
up  dramatically.  As  a  result,  analysts  say 
that  investors  can  now  find  more  value  in 
the  lower-quality,  lower-priced 
,  B-share  markets. 

A  better  strategy  may  be  the 
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To  meet  booming  demand  for  its  cellular  phones,  iViotorola  lias  begun  an  addition  to  its  factory  in  Tianjin. 


stock  of  an  American  company  that  has 
been  successful  in  China.  One  example  is 
Motorola.  The  semiconductor  and  cellular 
phone  company  entered  China  slowly 
back  in  the  late  1980s.  Despite  an  enor- 
mous potential  market— in  China  there  is 
only  one  phone  for  every  102  people- 
Motorola  spent  the  first  few  years  ship- 
ping pagers  and  cellular  phones  from  the 
U.S.,  keeping  capital  outlays  to  a  mini- 
mum. In  1993,  with  sales  growing  100%  a 
year,  Motorola  built  a  plant  in  Tianjin, 
and  it  is  now  expanding  it.  It's  also  look- 
ing for  other  plant  sites  and  is  putting  up 
a  training  center  for  Chinese  engineers. 
Motorola  University,  in  Beijing.  Sales  in 
China  are  now  the  fastest-growing  part  of 
Motorola's  business.  Pager  sales  went 


from  100,000  units  in  1991  to  more  than 
four  million  last  year. 

Motorola's  go-slow,  have-patience  ap- 
proach to  China  may  also  be  the  lesson 
for  today's  China-bound  investors.  The 
poor  performance— at  least  initially— of 
most  direct  investment  in  China  painfully 
reveals  that  a  developing  economy  is  as 
full  of  pitfalls  as  it  is  of  promise.  Direct 
investment  is  a  long-term  play,  and  only 
with  distant  horizons  can  investors  hope 
to  reach  the  payoff.  Institutional  investors 
who  must  think  short  term  are  stacking 
the  odds  against  themselves  in  China. 
Small  investors  who  look  for  a  quick  pay- 
off are  doing  the  same.  Stock  markets  in 
China  and  Hong  Kong  are  not  cheap. 
China  may  well  turn  out  to  be  the  best  in- 
vestment of  the  decade,  but 
only  for  investors  who  givejt 
a  decade. 
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Multi-media  voice  processing  tliat's  ready 

for  the  future  of  your  business 


Imagine  your  communications  system 
witli  bigger  brains,  more  memory, 
greater  flexibility  and  extraordinary 
room  to  grow. 

Imagination  is  now  reality  witli 
AT&r  INTUITY™  Voice  Processing 
Solutions,  the  totally  new 
platform  for  voice  messaging, 
voice  response,  and  ultimately 
fax,  text,  and  video  messaging. 
Designed  by  ATST  Bell  Labs,  ATST 


INTUITY  Solutions  work  logically  simply  and 
intuitively  to  enhance  your  communications  system. 

Today  ATST  INTUm^  Solutions  can  really  expand 
your  business  capabilities.  AT&T  INTum^  AUDIX™  Voice 
Messaging  System,  for  example,  provides  courteous 
customer  service  24  hours  a  day  so  you  will  never  miss 
a  call.  And  the  MSiT  INTum'  Intro"  Voice  Response 


System  can  handle  routine  transactions, 
freeing  your  staff  to  help  customers  with 
more  demanding  problems. 

Tomorrow  ATST  INTUm'  Solutions  will  keep 
your  business  competitive  with  innovative 
multi-media  applications  including  inte- 


gration of  fax,  video  and  text, 
voice  command,  same-time 
language  translation,  and  more. 
^'For  information,  call  1800  325-7466, 
Lxt.173  today 
AKT  INTUm'  Solutions.  Imagine  what  they 
could  do  for  your  business. 


©  1994  AT&T 


Trade  in  your  dinosaur  of  a  fax  machine  and 
get  up  to  $350  off  a  state-of-the-art  Mita. 


It  pays  to  leave  the  stone  age.  From  now  until  March  31, 1994,  trade  in  your  ancient  thermal  or  ink-jet  fax 
machine,  and  get  up  to  $350  off  a  new  Mita  plain  paper  fax  machine  with  the  latest  laser  imaging  technology, 
plus  advanced  features  like  dual  access  you  can't  get  on  a  jurassic-era  fax.  Call  1-800-ABC-MITA. 

The  times  demand... 


©19S4  MITA  COPYSTAR  AMERICA,  INC. 


By  Wilton  Woods 
BOOKKEEPING  IN  ENGLISH 

Do-it-yourself  accountants  will  welcome  In  the 
Black,  a  Windows  accounting  system  from  Microrim  of 
Bellevue,  Washington,  that  combines  small-business 
and  personal  financial  management  in  one  package. 
Others  in  the  crowded  field  of  booklceeping  programs 
can  perform  some  of  each  function,  but  In  the  Black  was 
designed  to  do  double-duty,  and  it's  the  only  system  that 
offers  handy  translations  from  accounting  jargon  into 
everyday  Enghsh  with  the  click  of  a  pull-down  menu. 
Did  you  think  the  line  in  the  program  labeled  A/R  Rec- 
ord Collections  referred  to  your  music  inventory?  In  the 
Black  will  tell  you  that  it's  where  to  record  customer 
payments.  Features  for  personal  use  range  from  bud- 
geting and  credit-card  management  to  net-worth  analy- 
sis, college  savings 
programs,  and  retire- 
ment planning.  For 
your  business,  you  get 
all  the  standard  ac- 
counting functions, 
and  the  ability  to  turn 
your  information 
into  charts.  As  you 
might  expect  from 
Microrim,  which  is 
known  for  its  R:Base 
database  product,  In 
the  Black  includes 
powerful  database 
software.  Its  contact  management  system  lets  users  pull 
up  hsts  organized  according  to  several  criteria — a  per- 
son's last  name,  company  name,  date  of  last  contact, 
next  scheduled  contact,  and  more.  In  the  Black  has  just 
hit  the  market  at  a  suggested  fist  price  of  $89.95. 


CREATION  STATION 

You  already  know  that  today's 
do-it-all  cameras  don't  give  you  the 
perfect  shot  every  time.  Now  comes 
remediation:  Eastman  Kodak's 
Creation  Station  lets  you  fix  the  prx 
after  they're  developed.  It  combines 
a  high-end  Macintosh  with  a  print- 
er, scanners,  and  proprietary  soft- 
ware. Graphics  and  prompts  help 
you  make  enlargements,  crop  for 
better  composition,  and  even  re- 
center  the  photo  so  grandma  is  in 
the  middle,  where  you  thought  you 
were  aiming  the  camera.  If  overex- 
posure makes  everything  look 
washed  out,  the  Creation  Station 
can  put  the  bright  colors  back  in.  Or 
if  fluorescent  lighting  turned  every- 
one green,  a  few  twists  of  the  dial 
can  correct  the  color  balance.  The 
machine  is  versatile  enough  to  copy 


a  new  print  from 
an  old  one,  a  neg- 
ative, a  slide,  or  a 
photo  CD.  The 
Creation  Station 
also  lets  you  em- 
bellish. Stock  im- 
ages— a  map  or  a 
seascape  back- 
ground, say — 
stored  in  the  unit 
can  be  combined 
with  your  photos. 
You  can  call  up  little  balloons  to  fit 
above  the  heads  of  your  subjects, 
pull  out  the  keyboard,  and  insert 
smart-aleck  remarks  in  the  spaces. 
For  something  sweeter,  type  in 
"Happy  Birthday,  Mother,  I  love 
you  always,"  and  your  name;  use 
the  trackball  to  put  the  words 
wherever  on  the  print  you  want 
them.  You  can  even  add  a  decora- 
tive border. 

The  machine  won't  remove  the 
dreaded  red-eye  from  flash  shots. 
But  a  companion  unit  for  retailers 
will  let  trained  operators  solve  this 
and  other  problems  on  the  spot.  Ko- 
dak plans  to  start  rolling  Creation 
Stations  out  around  the  end  of  sum- 
mer. Pricing  the  services  will  be  up  to 
retailers,  who  can  be  expected  to 
keep  them  competitive  with  send- 
away  professional  semces. 


A  BOOST  FOR  CYCLISTS  ;  ■  ^  .  .  V' 

■  If  bicycling  up  a  long  or  steep  incline  makes  you  feel  ■■•■/ .  ....    ■  ^         -.-'^ji'S^^""-     :.  '■^■'4^ 

over  the  hill,  just  flick  the  switch  mounted  on  your    \  .  \ 

handlebar,  and  the  Hammer,  from  Chronos  Research  _  /'   \'  *'-./ 

Laboratories  of  San  Diego,  wiU  kick  in  with  an  extra  •;■''/;      V  -".^V  _^ 

push  to  your  rear  wheel.  It  gives  you  the  power— but    .  .,-  ./y'  .  y-'  '  '  V'V 

at  only  5.7  pounds,  not  the  weight— of  two  extra  cy-     .  W'/'/^  /  '  x^f 
clists.  Unlike  heavier  auxiliary  gasoline  motors,  the    -'/,-/•   .-       "^'X'^': --.-^i.^':-  .'V-i^'  ■■ 

hammer  is  not  a  full-time  substitute  for  leg  power.     . //  ■-■.,{';  )  \  .-W/     '  ■ 

You  keep  on  pedaling  uphill,  but  the  boost  takes  away    W        '  ^  /^'^ 
the  stress  and  strain.  Lest  your  downhill  glide  turn    '  :  "     ";-..\?-;;    \   \  0^  ■/. 

into  a  schuss,  the  Hammer  automatically  disengages  '^^      '1"V#^    \  '■-'■^'/^ 

when  your  speed  exceeds  12  miles  per  hour.  The  bat-  'v   .  ..  ."S,  ,  i''  ■.■ 

tery,  which  recharges  overnight,  fits  in  a  water-bottle  \',    ■-■         ' '  .  '    '  //' 

holder  and  supplies  enough  energy  for  a  ride  of  up  to  V>       '■•   '  '  -'  '  !'i 

three  hours,  depending  on  terrain.  Available  for  $489    •  KOk^-^X,  1        //^  -  ■  ^ 

from  Chronos  at  800-364-8894,  as  well  as  in  some  Cal-  (i  ■      -  /W..'''^ 

ifornia  bike  shops.  B    i.  "^^  /i^\>^^2'^%^fi/'^  y  p 
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IMPORTING  RUSSIAN  TECHNOLOGY 

We  read  "Rising  in  Russia"  (January  24),  wliich 
portrayed  many  of  tlie  rislcs  inlierent  in  doing  busi- 
ness in  Russia,  with  perliaps  a  toucii  of  smugness. 
Russia  is  indeed  "brimming  with  technology"  and 
has  "vast  pools  of  knowledge."  Our  oil,  gas,  and 
minerals  exploration  and  production  company 
found  a  way  to  avoid  problems  while  tapping  this 
technology — ^we  import  it. 

The  Moscow-based  Central  Research  Institute 
of  Geological  Prospecting  for  Base  and  Precious 
Metals  (TSNIGRI),  a  bureau  of  some  2,000  sci- 
entists and  technicians,  long  held  primary  respon- 
sibility for  finding  a  continuing  supply  of  precious 
metals  and  gems  for  the  U.S.S.R.  For  four  years 
— before,  during,  and  after  the  breakup  of  com- 
munism— TSNIGRI  has  been  demonstrating  its 
proprietary  exploration  technologies  in  associa- 
tion with  our  company  So  far,  TSNIGRI  has  dis- 
covered gold,  as  well  as  diamonds  and  indicator 
minerals,  at  60  locations  in  a  20-mile  swath  on  our 
property  near  Fairbanks,  Alaska. 

The  Russian  scientists,  mostly  Ph.D.s,  are 
amazingly  hard-working,  honorable,  and  expert. 


"The  Russian 

scientists, 

mostly 

Fh.O.s,  are 

ama;^ingiy 

hard-working, 

honorable, 

and  expert." 


Per  diem  expenses  are  paid  in  dollars  in  the  U.S. 
Their  consulting  fees?  Convertible  preferred 
stock  in  our  company 

F.  Lynn  Blystone 
President  and  CEO,  Tri-VciIIey  Corp. 

Bakersfleld,  California 

KEEPING  YOUR  OPTIONS  OPEN 

Re  "How  I  Bought  My  Computer"  (January 
10);  Too  bad  your  boss  ehminated  Gateway  from 
the  list  of  computers  you  were  allowed  to  pur- 
chase. I  have  a  GW  4DX2-66V.  Because  of  some- 


thing that  happened  in  shipping,  several  functions 
either  didn't  work  at  all  or  failed  on  the  second  day 
One  phone  call  to  Gateway  brought  forth  a  techie 
from  Dallas,  75  miles  away,  to  take  care  of  the 
problem.  She  brought  a  new  monitor,  and  checked 
and  rechecked  everything.  It  took  her  the  best  part 
of  the  day,  at  no  charge  to  me.  The  moral:  Don't 
exclude  lesser-known  companies  like  Gateway  It's 
not  the  largest  mail-order  house  for  nothing. 

Mike  Taterka 
Athens,  Texas 

You  should  write  another  article  on  how  corpo- 
rations approach  computer  acquisition  and  replace- 
ment. Based  on  25  years'  experience  in  a  number 
of  industries,  I  would  hazard  a  guess  that  there  are 
many  organizations  in  which  nonuser  managers  re- 
strict access  and  keep  ten-yeal--old  dinosaurs  with 
ten-megabyte  hard  drives  alive  with  motherboard 
transplants — sometimes  spending  over  $1,500  in  a 
couple  of  years  on  an  old  unit  worth  less  than  $300. 

Richard  W.  Phelps 
Managing  Editor,  Engineering  &  Mining  Journal 

Chicago 
continued 


Turn  your  disorganized 
address  collection  Into  a 
powertui  dalabase 
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Order  your  Kassel  laser  Pointer  I 
15  (plus  taxes,  S&H) 

l-}5()0-659-2739 


REE  and  we'll  prove 

If  you  manage  people,  tiy  out  ManagePro  software  on  us! 
It  gives  you  all  the  integrated  tools  you  need 
to  meet  your  goals  and  manage  people  effectively! 


B3 


wm 


Here's  your  chance  to  try 
the  only  software  product 
specifically  designed  to  make 
managers'  lives  easier.  It's 
called  ManagePro  2,0  for 
Windows  and  Macintosh, 


All  your  vital 
management  Information 
Is  in  one  central  place. 

Instead  of  having  to  search  for 
information  through  spreadsheets,  word 
processor  documents,  to-do  lists,  and 
countless  other  places,  ManagePro  gives 
you  all  the  tools  and  information  you 
need  in  one  integrated  program.  Here's 
how  it  works; 


Step  One:- 

You  just  enter 
your  data  into 
simple  spread- 
sheet-style 
planners. 


With  ManagePro,  nothing 
"falls  through  the  cracks." 

With  ManagePro,  you're  always  in 
control-not  in  "crisis  mode,"  Which 
means  that  instead  of  putting  out  fires, 
you're  managing  proactively!  That's 
because  our  breakthrough  software 
streamlines  the  management  process 
and  helps  you  stay  on  top  of  all  the 
details.  Minutes  after  you  take  it  out 
of  the  box,  ManagePro  will  help  you; 

•  Achieve  all  your  goals  and  manage 
people  better  than  ever  before 

•  Quickly  discover  which  goals  and 
people  need  your  immediate  attention 

•  Plan  and  organize  a 
lot  more  effectively 

•  Provide  better 
feedback  to  every 
member  of  your 
team 


Stai 

You  easily  plan,  delegate,  and 
track  goals. 


Step  Two:- 

ManagePro  automatically  creates  color- 
coded  status  boards,  timelines,  to-do 
lists,  calendars,  reports,  and  more, 

In  addition,  ManagePro  is  extremely 
easy  to  use  and  is  fully  customizable,  so 
you  can  quickly  adapt  it 
to  suit  your  personal      -  ^/Js;^--:,,.,- 
managenient  style. 


One  simple  screen  prompts  and 
prioritizes  all  your  people  management  activi- 
ties for  you.  Easily  track  employee  progress, 
give  high-Impact  coaching,  and  deliver  effec- 
tive appraisals. 

Want  to  do  an  effective 
perfomiance  appraisal  or  make  a 
presentation  on  the  status  of  your 
pals?  Easy.  All  the  infomiation  you 
need  is  there  at  the  click  of  a  button. 


instant  reports.  Mote  than  30  standard  reports  on  goals,  people, 
and  actions  are  just  a  mouseclick  away.  Hoi  enough?  Create  an 
unlimited  number  of  custom  reportsi 


"ManagePro  is  so  useful  that,  by  itself  it 
may  provide  the  justification  some  man- 
agers have  needed  to  start  using  Windows 
on  their  PC's.  It  does  what  good  software 
should  do:  it  helps people  use  their  comput- 
ers to  do  their  jobs  better  without  forcing 
them  to  become  experts." 

Wall  Street  Journal,  Dec.  24, 1992 


BEST  OF  '9? 


IT 

CALL 

1-800-282-6867 

Try  ManagePro  2.0  for 
30  days  with  no  risk 
or  obligation! 

All  you  do  Is  pay  the  $9.95  shipping  & 
handling  charge  with  your  credit  card,  ttien 
put  ManagePro  to  the  test  for  30  days.  If  It 
doesn't  make  you  an  even  better,  more  suc- 
cessful manager,  return  It  to  us  and  you  don't 
owe  us  a  cent.  If  you're  delighted  (and  we 
know  you  will  be!)  all  you  pay  Is  the  special 
low  price  of  just  $195.  That's  $200  off  our 
regular  list  price  of  $3951 

If  you  want  to  order  through 
your  software  dealer.., 

Call  us  at  1  -800-282-6867  and  we'll  send 
you  a  rebate  certificate  good  for  $50  when 
you  purchase  from  your  favorite  dealer.  Just 
send  us  your  original  receipt  and  the  UPC 
code  from  the  ManagePro  box.  NOTE:  30- 
day  trial  offer  is  not  available  from  dealers. 

AVANTOS 
PERFORMANCE  SYSTEMS 

5900  Hollis  Street 
Emeiyvllle,  CA  94608 

OFFER  NUMBERMOF 


CopjTiglit  ©  199'!;  Avanlos  Performance  Sjstems,  Inc. 
ManagePro  isatrademarkofAvanlosPerformanceS)-stems,Inc 


DOWNSIZING  TOWARD  OBLIVION 

For  the  umpteenth  time,  we  read  in  "The  Con- 
tingency Worlc  Force"  (January  24)  how  using  tem- 
porary employees  makes  companies  leaner  and 
meaner,  and  more  flexible,  cost  efficient,  and  com- 
petitive. Hogwash! 

There  is  nothing  less  competitive  than  losing  cus- 
tomers because  your  remaining  employees  are  cyn- 
ical and  dispirited  and  your  "contingency  work 
force"  has  no  reason  to  care  about  company  perfor- 
mance. As  long  as  this  stupid  strategy  enjoys  the 
support  of  corporate  leaders,  the  American  econ- 
omy will  continue  to  downsize  toward  oblivion. 

Ray  Katz 
Management  consultant 
Philadelphia 

You  provide  a  good  deal  of  information  about 
the  advantages  and  disadvantages  of  the  wide- 
spread use  of  a  "disposable  work  force."  But  you 
place  far  more  emphasis  on  short-term  operation- 
al results  than  on  strategic  investment  in  human 
resources,  and  fail  to  note  the  extent  to  which 
temporary  workers  tend  to  be  women. 


As  you  point  out,  precise  data  are  not  easy  to 
come  by,  but  we  do  know  that  in  1990  fully  27%  of 
women  (only  12%  of  men)  worked  less  than  35 
hours  a  week.  We  also  know  that  17.1%  of  families 
maintained  by  employed  women  live  in  poverty,  vs. 
5.6%  of  all  families  with  employed  householders. 
These  statistics  are  well  worth  pondering  by  the 
75%  of  CEOs  who  are  not  sure  whether  the  trend 
for  more  contingent  workers  is  bad  for  the  country 
Professor  Marianne  A.  Ferber 
Lynda  L.  Moore 
Acting  Director,  Radcliffe  Public  Policy  Institute 

RadcUffe  College 
Cambridge,  Massachusetts 

GETTING  A  FIX  ON  STAR  TV 

"TV  Is  Exploding  All  Over  Asia"  (January  24) 
captures  the  state  of  play  in  the  region.  However, 
you  refer  to  Li  Ka-Shing  as  starting  STAR  TV  in 
1990  by  "putting  up  a  satellite."  In  fact,  the 
launch  of  the  satellite  was  an  initiative  of  AsiaSat, 
a  company  in  which  Hutchison  Whampoa,  40% 
owned  by  Li,  has  a  one-third  interest. 

STAR  TV  was  founded  by  Li's  son  Richard  and 


leases  transponders  on  AsiaSat,  as  do  a  number  of 
other  organizations.  Also,  the  original  investment 
was  $125  million,  not  $250  million,  as  you  report. 

Arnie  Tucker 

Executive  Vice  President,  Pacific  Century  Group 

Hong  Kong 

REPORTS  OF  HIS  DEATH  . . . 

In  "Ask  Mr.  Statistics"  (Keeping  Up,  February 
7)  Daniel  Seligman  refers  to  Casino  Gambling  for 
the  Winner  hy  the  "late  Lyle  Stuart."  I  assume  he 
means  to  report  that  I've  departed  this  earth,  but 
he  is  mistaken.  I  haven't  departed.  I'm  right  here 
in  Manhattan.  Please  let  your  readers  know  that 
if  they  make  an  appointment  with  me,  I'll  be 
there  to  keep  it.  I'm  not  late. 

Lyle  Stuart 
Barricade  Books 
New  York  City  □ 

Address  letters  to  Fortune,  Time  &  Life  Building, 
Rockefeller  Center,  New  York,  N.Y.  10020.  Fax  number: 
212-765-2699.  Letters  may  be  edited  for  purposes  of 
clarity  or  space. 


"DOES  YOUR  COMPANY  REQUIRE  CRITICAL. 
TIME  SENSITIVE  OR  JUST  IN  TIME  DELIVERIES? 


"AFI  INTERNATIONAL'S 
domestic  and  International 
logistics  centers  meet 
critical  delivery 
requirements  daily." 

Whether  you  need  an  overnight 
letter  to  Paris,  Texas,  or 
10,000  pounds  of  machine  parts 
to  Paris,  France, 
API  Delivers  worldwide. 


Ty  Allen  , 
President/Chief  Executive  Officer 


API's  Diversified  Services 
Range  From: 

» Worldwide  International  Air  Services 
« Worldwide  International  Ocean  Services 
"  Domestic  Air  Express  Services 

•  Full  Truck  Load  Carrier 

•  Intermodal/RAIL  Services 

•  Just  In  Time  Logistics  Services 


Contact  one  of  our  Domestic  or  Global  Account  Managers 
and  discover  why  many  of  tfie 
FORTUNE  500®  companies  rely  on  AFI  daily, 
or  call  me  at  800-688-2880 


A  Minority  Owned 
Business  Since  1985 


DomeslicMnternational  Air  Freight'Ooaan  Forwarding 
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zc.  Tn  Work  Faster,  Fctsier,  Smarter. 


Fhtre  are  many  ways  t©  do 
Only  one  was  voted 


EDITORS' 


Fast  and  easy 

ABCFlowCharterm 
'Fhtwwld'i#1-s€llifig, 
#1-rat€d  flowcharting 
solutim. 

They  looked  at  all  the  major  products  people 
are  using  to  do  flowcharts.  Then  the  editors  at 
TCMagazine  made  their  choice. 

The  winner?  Not  surprisingly,  it  was 
the  world's  #l-selling  flowcharting  solution: 
ABC  Flowcharter®  from  Micrografx. 
Why?  It's  easy. 

Around  the  world,  flowcharting  is  helping 
managers  track  the  flow  of  information,  streamline 
procedures  and  boost  quality  and  efiBciency  But 
they  don't  have  time  to  draw  and  redraw  charts  - 
or  learn  a  complicated  graphics  package.  And  that's 
where  ABC  Flowcharter  comes  in. 

With  ABC  Flowcharter  3.0,  creating 


□ 




Projntt  Tooin       legal  , 

Tech.  Forum 

Directors  ! 

 ■ 

da2zling,  presentation-qualitj'  charts  in  minutes! 
Using  another  solution?  Switch  now! 

If  you're  using  anotlier  software  package  for 
flowcharts,  or  stiU  dra\\'ing  them  by  hand,  you 
won't  believe  how  much  faster  and  easier  you'll 
work  with  new  ABC  Flowcharter  3.0.  And  if 
^'5%  you  act  quickly,  you  can  take  advantage  of 
/r  special  pricing  and  free  bonus  software, 
/c  See  jour  dealer  or  call  todaj! 


Incredible  ease  of  use: 

one  of  the  many  mmm  '  :'//, 

PCMofiazine  said  ABC  Ho\yCharter  has 
"set  a  new  standard forjlowchartinfj  software." 

g-eat-looking  flowcharts  is  as  easy  as  "point  and 
click"  Just  choose  the  shapes  you  want  from  hancfy 
shape  palettes.  Drop  them  where  you  want  them. 
And  let  ABC  Flowcharter  draw  in  the  connecting 
lines.  Then  add  text,  color,  clip  art,  scanned 
images  —  even  \ideo  dips.  Ibu'H  be  able  to  create 


Act  la.st  aiid  get  a  FREE  Bonu.s! 

If  you're  doing  flowcharts  with 
another  graphics  package  or  an 
eaiiier  version  of  ABC  Flowcharter, 
call  now  to  take  advantage  of  special 
upgi'ade  pricing.  And  for  a  limited 
time,  all  purchasers  get  a  FREE 
copy  of  incredible  new  SnapGrafic™ 
(reg  $295)  -  the  software  tliat  kts 
you  create  fabulous  grapliics  ratliout  drawing.  Call  lodof! 

1.S§§"S7i"il31 
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.     Micro^rs,  Inc.,  n0J;^palio,IUdurdson.TX7S0Sl(2H)2H*n69.Mici«gra&;hasomc<smToronto,Pa  199-1,  MiciDgralx,  Inc. 

All  rigJits  te-wived.  Micrograrxanrf  ABC  FloHCfiarterare  registered  tiadematfc  s  of  Mlcio^afic,  Inc.  All  other  pniflucts  are  Iradcmaria  or  rtglsterfKi  trademarks  ol  ihelr  re?perti\e  o\\-ners. 

Available  att  COMP  USA  •  Computer  City  »  Corporate  Software  •  Egghead  Software  •  Software  Spectrum  •  Sofimart  »  800-Softvvare 


aiion's  visionnry  technol- 
ogy puts  our  Laser  Class 
Series  of  Plain  Paper  Faxes  in 
a  class  by  itself.  First  off,  these 
faxes  arc  fast  -  transmitting  a 
page  in  as  little  as  6  seconds', 
which  drives  down  phone 
charges.  Also,  most  interface 
with  your  desktop  computer 
so  you  save  steps,  save  time, 
and  increase  productivity. 

Best  of  all,  our  Laser  Class 
Series  takes  full  advantage  of 
our  exclusive  image  processing 
and  laser  printing  technology. 


©  1994  Canon  U.S.A.,  Inc 


Official  Fiicsittiilv  of 
WorldCiip  94 


So  now  you  can  usu  onlinary 
paper  to  end  up  with  extraor- 
dinary faxes  each  and  every  time. 
No  wonder  Canon  is  the  leader 
in  Plain  Paper  Faxes. 

Canon's  system  solutions 
prove  once  again  that  our  most 
advanced  office  technology 
really  can  go  the  distance. 
When  the  rest  say  you  can't, 
Canon  says  you  can. 

For  more  information,  call 
B  -BOO-Oe^-C AE^Oli  and 
receive  a  free  Fax  Decision 
Maker's  Kit. 


By  Daniel  Seligman 


Addicts  in  higli  places,  how  to  order  seafood,  the 
disadvantage  advantage,  and  other  matters. 


THE  CURSE  OF  WORK  

■  Acting  on  the  principle  that  fatuities  ig- 
nored are  8-to-5  to  just  go  away  by  them- 
selves, we  had  previously  averted  our  gaze 
from  all  articles  about  "work  addiction." 
Alas,  this  one  is  not  going  away.  The  al- 
leged scourge  has  now  infihrated  the  "Out- 
look" section  of  the  Sunday  Washington 
Post,  so  the  jig  is  obviously  up.  Along  with 
heroin,  gambling,  sex,  and  sniffing  model 
airplane  glue,  work  is  now  taken  seriously 
as  something  people  often  get  addicted  to, 
in  which  case  they  need  to  get  cured. 

A  threshold  question  about  work  addic- 
tion is  whether  it  isn't  just  another  name  for 
workaholism,  a  term  that  has  been  around 
since  the  late  Sixties.  One  senses  that  the 
two  usages  are  in  fact  quite  different.  Dur- 
ing most  of  its  working  life,  so  to  speak, 
workahohsm  was  mostly  just  a  metaphor 
referring  to  hard-charging  characters  who 
liked  their  jobs,  performed  them  zestfully 
and  at  length,  and  tended  to  be  admired. 
The  references  to  work  addiction,  however, 
are  insistently  psychiatric.  The  phrase  is  en- 
veloped in  psychobabble  about  inner  inse- 
curities, lives  destroyed,  and — could  it  be 
otherwise? — support  groups  needed.  Arti- 
cles on  the  subject  tend  at  some  point  to 
zero  in  on  an  erstwhile  go-getter  now  re- 
duced to  mournfully  testifying,  as  real  es- 
tate entrepreneur  Ellen  Terry  did  in  the 
Dallas  Morning  News  recently:  "I'm  a  re- 
covering work  addict." 

The  article  in  the  Post  lengthily  quotes 
Bryan  Robinson,  professor  of  child  and 
family  development  at  the  University  of 
North  Carolina  at  Charlotte,  who  states 
ominously:  "Companies  don't  take  work 
addiction  seriously  We're  in  massive  deni- 
al. People  are  dying  from  it." 

Robinson  wants  human-resources  work- 
ers trained  so  that  they  can  spot  work  ad- 
dicts and  steer  them  into  groups  where  they 
can  gradually  recover  their  humanity  He 
also  states  that  a  big  part  of  the  problem  is 
the  prevalence  of  work  addicts  at  high  cor- 
porate levels,  where  they  are  in  a  position 
to  demand  excessive  work  from  others. 
This  is  called  "work  abuse,"  a  phrase  that  in 
one  reader's  case  instantly  triggered  an  im- 
age of  thousands  of  senior  executives  land- 
ing in  Michael  Jackson's  current  legal 
position. 

Reporter  As  sociate  Patty  de  Llosa 


How  did  work  addiction  make  it  to  the 
social-problem  big  leagues?  Ploughing 
through  our  mound  of  articles,  we  posit 
that  one  source  of  support  has  been  the 
universe  of  corporate  human  resourcers, 
always  on  the  lookout  for  new  workplace 
woes.  The  ever-emerging  "men's  move- 
ment" also  seems  to  be  supportive.  Finally, 
the  specter  of  widespread  work  addiction — 
an  article  in  Vibrant  Life  puts  the  number  of 
addicts  at  12  million — appeals  to  unionists 
and  others  looking  for  excuses  to  impose 
new  legal  limits  on  hours  worked. 

And  coming  any  day  now:  massive  sup- 
port from  Donahue  and  Oprah. 

ASK  MR.  STATISTICS  

■  Dear  Oddsgiver:  I  am  in  the  seafood  distri- 
bution business  and  find  myself  endlessly 
wrangling  with  supeimarkets  about  appropri- 
ate order  sizes,  especially  with  high-end  tidbit 
products  like  our  matjes  herring  in  super- 
spiced  wine,  which  we  let  them  have  for 
$4.25,  and  still  they  take  only  a  half-dozen 
jars,  thereby  running  the  risk  of  getting  sold 
out  early  in  the  week  and  causing  the  better 
class  of  customers  to  storm  out  empty-hand- 
ed. How  do  I  get  them  to  realize  that  lowball- 
ing  on  inventories  is  usually  bad  business, 
also  to  at  least  try  a  few  jars  of  our  pickled 
crappie  balls? 

— ^HEADED  FOR  A  BREAKDOWN 

Dear  Picklehead:  The  science  of  statis- 
tics has  much  to  offer  people  puzzled  by 
seafood  inventory  problems.  Your  salva- 
tion lies  in  the  Foisson  distribution,  "pois- 
son"  being  French  for  fish  and,  of 
arguably  greater  relevance,  the  surname 


of  a  19th-century  French  probabilist. 

Simeon  Poisson's  contribution  was  to  de- 
velop a  method  for  calculating  the  likeli- 
hood that  a  specified  number  of  successes 
will  occur  given  that  (a)  the  probability  of 
success  on  any  one  trial  is  very  low  but  (b) 
the  number  of  trials  is  very  high.  A  real- 
world  example  often  mentioned  in  the  liter- 
atiire  concerns  the  distribution  of  Prussian 
cavalry  deaths  from  getting  kicked  by  hors- 
es in  the  period  1875-94. 

As  you  would  expect  of  Teutons,  the 
Prussian  military  kept  meticulous  records 
on  horse-kick  deaths  in  each  of  its  army 
corps,  and  the  data  are  neatly  sunrmarized 
in  a  1963  book  called  Lady  Luck,  by  the  late 
Warren  Weaver  There  were  a  total  of  196 
kicking  deaths — these  being  the,  er,  "suc- 
cesses." The  "trials"  were  each  army  corps' 
observations  on  the  number  of  kicking 
deaths  sustained  in  the  year  So  with  14 
army  corps  and  data  for  20  years,  there 
were  280  trials.  We  shall  not  detain  you 
with  the  Poisson  formula,  but  it  predicts, 
for  example,  that  there  will  be  34.1  in- 
stances of  a  corps'  having  exactly  two 
deaths  in  a  year.  In  fact,  there  were  32  such 
cases.  Pretty  good,  eh?  continued 

ONLY  IN  AMERICA 

(Cont'd)  

■  The  American  Civil  Liberties  Union  [is  J 
suggesting  [that]  a  legislative  prayer  caucus 
[in  the  Georgia  House  of  Representa- 
tives] may  be  violating  the  constitutional  sep- 
aration of  church  and  state. 

Citing.  .  .Abraham Lincoln.  .  .founders 
of  the  prayer  caucus,  Representative  Eugene 
Tillman  (D  Brunswick)  and  Representa- 
tive Ron  Crews  (R  Tucker),  took  to  the  well  to 
rail  against  the .  .  .ACLU.  . . 

Teresa  Nelson,  executive  director  of  the 
Georgia  ACLU,  said  the  organization  wrote 
to  Crews  and  Tillman  to  question  their  use  of 
state  stationery  to  invite  the  Legislature  and 
other  state  officials  to  the  prayer  caucus's 
weekly  Friday  morning  meeting . . .  Nelson 
said  the  ACLU  was  not  questioning  the 
group's  right  to .  .  .pray  but  the  use  of  [the] 
state  letterhead  to  promote  the  meetings, 
which  she  argues  is  using  taxpayer  funds  for 
religious  activity. 
— ^From  a  news  report 
in  the  Atlanta/oumaZ  and  Constitution. 


Illustrations  by  Michael  Witte 
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VINTAGE  @  BOOKS 
Also  available  as  a  Random  House  AudioBook 


Back  to  seafood.  The  Poisson  calculation 
is  appropriate  to  your  case,  since  the  likeli- 
hood of  any  one  customer's  buying  your 
overspiced  herring  is  extremely  small,  but 
the  number  of  trials — i.e.,  customers  in  the 
store  during  a  typical  week — is  very  large. 
Let  us  say  that  one  customer  in  1,000 
deigns  to  buy  the  herring,  and  6,000  cus- 
tomers visit  the  store  in  a  week.  So  six  jars 
are  sold  in  an  average  week. 

But  the  store  manager  doesn't  care  about 
average  weeks.  What  he's  worried  about  is 
havmg  too  much  or  not  enough.  He  needs  to 
know  the  probabilities  assigned  to  different 
sales  levels.  Our  Poisson  distribution  shows 
the  following  morning  line:  The  chance  of 
fewer  than  three  sales— only  6.2%.  Of  four 
to  six  sales:  45.5%.  Chance  of  losing  some 
sales  if  the  store  elects  to  start  the  week  with 
six  jars  because  that  happens  to  be  the  aver- 
age: 39.4%.  If  the  store  wants  to  be  90% 
sure  of  not  losing  sales,  it  needs  to  start  with 
nine  jars. 

There  is  no  known  solution  to  the  prob- 
lem of  pickled  crappie  balls. 

GREAT  MOMENTS  IN 

HIGHER  EDUCATION  

■  Madonna  may  not  seem  like  she  belongs 
in  the  same  halls  as  Shakespeare  and  Plato, 
but  in  recent  years  she  has  become  one  of  the 
hottest  items  in  academia. 

In  classrooms  from  Houston  to  New  York 
and  in  scholarly  papers  . . .  academics  and 
students  are  probing  the  meaning  of  pop  cul- 
ture's most  famous  woman  ... 

Such  interest  in  Madonna  doesn't  go  over 
well  in  all  circles  . . .  The  head  of  an  otgani- 
zation  of  traditional  scholars  calls  it  "evi- 
dence of. . .  decay  in  the  academy" . . . 

Such  talk  infuriates  Madonna  scholars  . . . 
"Madonna  might  look  like  the  kind  of  subject 
where  we  are  doing  Mickey  Mouse  studies, " 
says  Bill  Simon,  a  University  of  Houston  soci- 
ologist. "But  to  ignore  such  a  social  symptom 
. . .  would  be  the  height  of  irresponsibility." 

— ^From  an  article 
in  the  San  Diego  Union-Tribune. 

WHO'S  "DISADVANTAGED"? 

■  Our  Nexis  search  was  "small  business 

INVESTMENT  W/30  SUSAN  OR  MCDOUGAL," 

SO  you  know  already  which  corner  of  the 
Whitewater  scandal  we  were  snooping 
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around  in.  And  yet  one  senses  that  you  can- 
not imagine  where  the  snoopery  led — or 
what,  according  to  the  Keeping  Up  social 
policy  desk,  the  real  scandal  is. 

The  search  was  of  course  designed  to 
turn  up  media  commentary  on  the  $300,000 
Small  Business  Investment  Company 
(SBIC)  loan  made  in  1986  to  Susan 
McDougal.  Susan  was  then  wed  to  then-big 
shot  James  McDougal,  who  was  running 
the  not-yet-infamous  Madison  Guaranty 
S&L  in  Little  Rock.  Madison  Guaranty  ul- 
timately went  under  and  cost  the  American 
taxpayers  something  like  $60  million,  but 
the  McDougals  were  still  riding  high  in 
1986  and  were  still  close  to  the  Clintons. 
James  McDougal  was  also  one  of  the  more 
important  money-raisers  in  Bill's  political 
life. 

Finally,  he  was  the  guy  who  talked  the 
Clintons  into  joining  him  and  Susan  in 
investing  in  the  Whitewater  Development 
Corp.  This  was  the  real  estate  deal  in  the 
Ozarks  where  all  concerned  spent  several 
years  trying  to  get  rich  like  everybody  else 
in  the  not-yet-infamous  Eighties. 

As  expected,  the  Nexis  search  turned 
up  a  lot  of  eyebrow  elevation  in  regard  to 
that  SBIC  loan  to  Susan.  Investment  com- 
panies putting  out  such  money  are  sup- 
posed to  be  regulated  by  the  Small 
Business  Administration  (which  also  backs 
the  loans),  and  the  whole  selling  point  of 
this  not-yet-infamous  federal  program  is 
that  it  steers  capital  to  "socially  and  eco- 
nomically disadvantaged"  individuals  un- 
able to  get  financing  on  their  own  via 
normal  banking  arrangements.  So  quite  a 
few  media  cluckers  found  themselves 
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Make  Twentietli  Century's 
tax-exempt  funds  part  of  it. 

A  smart  strategy  for  fighting  taxes  is  to  invest  in  Twentieth  Century's 
no-load  tax-exempt  mutual  funds.  You  can  earn  competitive  yields  and 
pay  no  federal  income  taxes*  Until  1995,  the  fund  manager  is  waiving 
the  entire  management  fee  on  Tax-Exempt  Short-Term  —  so  even  more 
of  your  money  works  for  you.  Below  are  the  funds'  current  yields  and 
their  taxable  equivalents. 


30-Day 
Current  Yields 

Tax-Equivalent  Yields 
by  Tax  Bracket 

(as  0112/31/93) 

28%         31%  36% 

Tax-Exempt  Short-Term 

3.19% 

4.43%   4.62%  4.98% 

Tax-Exempt 
Intermediate-Term 

3.81% 

S.29%    S.S2%  5.95% 

Tax-Exempt  Long-Term 

4.36% 

6.06%    6.32%  6.81% 

Call  or  write  for  a  free  information  Idt  containing  Your  Guide  To 
Earning  Tax-Exempt  Income.  The  kit  also  contains  a  prospectus 
with  more  complete  information,  including  charges,  expenses  and 
minimums.  Please  read  the  prospectus  carefully 
before  investing. 


Call  todaj;  toll-free: 

1-800-34S-2021 

EO.  Box  419200,  I^ansas  City,  MO  64141-6200 


©  1 994  Tv/enlielh  Centuiy  Services,  Inc. 
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SMART  WAY  TO  EARN 


Investments  That  Work™ 

— ■ 


TAX-FREE  INCOME. 


'Investment  income  may  be  subject  to  state  and  local  taxes  and  the  federal  alternative  minimum  tax.  Capital  gains,  if  any,  are 
taxable.  ■  3.36%  is  the  since  inception  (3/1/93)  aggregate  total  return  as  of  1 2/31/93  for  Tax-Exempt  Short-Term.  The  fund 
manager  has  waived  its  fee  until  January  1 , 1995.  In  the  absence  of  this  waiver,  the  current  yield  would  have  been  2.59%  and 
the  tax-equivalent  yields  would  have  been  approximately  3.60%,  3.75%  and  4.05%  based  on  the  28%,  31%  and  36%  tax 
brackets,  respectively.  ^  9.06%,  7,83%  and  6.63%  are  the  1-year,  5-year  and  since  inception  j3/1/87)  average 
annual  total  returns  as  of  12/31/93  for  Tax-Exempt  Intermediate-Term. "  12.13%,  9.46%  and  8.15%  are  the  1-year, 
5-year  and  since  inception  (3/1/87)  average  annual  total  returns  as  of  12/31/93  for  Tax-Exempt  Long-Term. »  Data  quoted  rep- 
resents past  performance.  Investment  return  and  principal  value  will  fluctuate,  and  redemption  value  may  be  more  or  less  than 
original  cost. 


clucking  knowingly  about  the  presumably 
nefarious  arrangements  that  resulted  in 
an  obviously  well-heeled  hotshot  like  Su- 
san McDougal — or,  technically,  the  real 
estate  marketing  firm  she  ran — getting  in 
on  this  game  to  the  tune  of  300  thou  at  a 
time  when  the  McDougals'  financial  state- 
ments showed  assets  of  more  than  $3 
million. 

This  brings  us  to  the  real  scandal.  No,  it  is 
not  that  Governor  Bill  may  have  put  pres- 
sure on  the  SBIC  to  make  the  loan.  (The 
head  of  the  investment  company  says  his 
arm  was  twisted,  but  Clinton  says  he  has  no 
recollection  of  any  such  conversations.)  It 
is  also  not  that  much  of  that  $300,000  was 
used  to  shore  up  the  governor's  mvestment 
in  Whitewater.  Or  that  Susan  ultimately 
defauhed  on  the  loan,  leaving  the  taxpayers 
again  on  the  hook.  Or  that  her  marketing 
firm  once  ran  TV  commercials  featuring 
Mme.  McDougal  herself  in  hot  pants, 
pitching  properties. 

The  real  scandal  is  that  the  loan  to  her 
was  entirely  legal  and  not  aU  that  excep- 
tional. There  is  absolutely  nothing  in  the 
SBIC  program  regulations  barring  loans  to 
folks  who  are  rich  and  well  connected. 
Keeping  Up  contacted  some  SBA  spokes- 
persons, expecting  them  to  argue  that  Su- 
san's loan  was  an  oddball  case.  In  fact,  they 
appeared  to  find  nothing  starding  about 
such  a  loan.  It  turns  out  that  the  definition 
of  "disadvantaged"  is  quite  flexible. 

The  paragraph  on  "eligibility  determina- 
tions" notes  that  those  receiving  loans  may 
often  be  minority-group  members  or  wom- 
en, but  that  lending  officials  might  also  take 
account  of  the  recipient's  low  income,  un- 
favorable business  location,  limited  educa- 
tion, physical  or  other  handicap,  "inability 
to  compete  effectively  in  the  marketplace 
because  of  prevailing  or  past  restrictive 
practices,"  Vietnam-era  military  service,  or 
any  other  factors  that  could  "contribute  to  a 
disadvantaged  condition  in  the  ordinary  . . . 
meaning  of  that  word  [italics  added,  to  point 
up  the  possibility  of  qualifying  because  of 
bad  breath]."  In  general,  state  the  guide- 
lines, reliance  should  not  be  placed  on  any 
smgle  factor  but  instead  on  the  "general 
pattern  of  [the  loan  applicant's]  life,  oppor- 
tunities and  education." 

In  other  words,  you  can  make  a  case  for 
almost  anybody  Which  is  why  it  helps  to  be 
weU  connected — i.e.,  advantaged.  H 
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CNBC,  the  world's 
premiere  business  and 
financial  television  news 
network,  teams  up  with 
Fortune  magazine  to  intro- 
duce Fortune  Week,  the  new 
talk  show  about  people  and 
trends  that  affect  you. 

Get  provocative 
opinions  about  execu-  ' 
tives  on  the  front  lines 
and  companies  in 
the  headlines.  Learn 
about  the  latest 
strategies  that  are 


changing  the  wii\  \c)ii  woik. 
live,  and  invest. 

It's  all  str.iiLilil  lioin 
Fortune's  man.iiinm  i.iliU)i. 
Marshall  Loeb,  and  a  panel 
of  award-winning  Fortune 
editors  and  reporters.  They'll 
debate  how  and  why  busi- 
nesses are  thriving 

<mmi 

or  struggling  m 
the  highly  compet- 
itive world  that's 
arriving  each  and 
every  workday  at  a 
company  near  you. 
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Allan  T.  Demaree     Walter  Kicdicl  111 


John  J.  Curran         Ann  M.  Morrison     Geoffrey  Colvin 


Fortune  is  a  registered  trademark  of  Time  Inc. 
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Money  all  day  •  Talk  all  night 


By  Susan  Caminiti 


WHEN  YOUR  BACK  IS  AGAINST  THE  WALL 

Gert  Boyle  didn't  know  anything  about  running  Columbia  Sports- 
wear when  her  husband  died.  But  she  took  a  risk— and  prospered. 


You  may  have  seen  Gert  Boyle — she's 
the  tough-looking  grandmother  in 
Columbia  Sportswear's  ads,  half-glasses 
perched  on  her  nose,  lecturing  her  son  Tim, 
Columbia's  president,  about  the  rugged 
workmanship  of  the  company's  goods.  Over 
the  past  24  years,  Boyle,  with  Tim's  help, 
built  Columbia  from  a  tiny  Portland,  Ore- 
gon, maker  of  hunting  and  fishing  clothes 
into  a  company  with  sales  last  year  of  $193 
million.  Columbia's  skiwear,  camouflage 
pants,  hunting  jackets,  and  fishing  vests  are 
sold  by  more  than  6,000  retailers  worldwide. 

Yet  Boyle  didn't  have  a  lick  of  manage- 
ment experience  when  she  took  over  in 
1970,  and  a  year  later  she  was  within  a  pen 
stroke  of  selling  out.  How  she  prospered  is 
a  study  in  risk  taking  and  determination. 

Boyle's  husband,  Neal,  died  of  a  heart  at- 
tack at  47.  All  she  knew  about  the  business 
was  what  he  had  discussed  over  the  dining- 
room  table;  she  was  busy  raising  three  chil- 
dren. But  she  had  to  try — ^just  three  months 
before,  Neal  had  taken  out  a  loan  for  the 
business,  using  as  collateral  the  family  home, 
a  beach  house,  his  life  insurance  policy,  and 
Gert's  mother's  house. 

The  day  after  the  funeral  Boyle  showed 
up  at  Columbia's  sewing  plant 
and  told  40  scared  employees 
that  she  was  the  new  boss.  "I  just 
said,  'Look,  we  have  to  keep  run- 
ning this  business,' "  remembers 
Boyle,  69,  a  heavyset  woman  who 
can  look  sweet  one  minute  and 
menacing  the  next.  She  quickly 
raised  the  odds  against  her  by  fir- 
ing the  lawyer  and  accountant 
because  of  their  attitudes.  "They 
kept  telling  me,  'Come  on,  Gert, 
you're  a  woman — you  don't 
know  how  to  run  this  thing.'  I 
didn't  need  to  deal  with  that." 

Of  course,  she  didn't  know 
how  to  run  the  company.  Within 
a  year  it  was  bleeding  cash.  Sorne 
stores  had  dropped  Columbia 
once  they  heard  Neal  had  died; 
the  rest  weren't  getting  deliveries 
on  time.  Her  banker  told  her  he 
was  going  to  call  the  loan  and  cut 


off  her  credit.  Defeated,  she  sat  down  to 
negotiate  with  a  prospective  buyer  the  bank 
had  lined  up.  And  then  something  hap- 
pened that  galvanized  her. 

"I  was  sitting  across  the  table  from  this 
gentleman— and  I  use  the  term  loosely 
After  a  few  minutes  I  reahzed  that  he  was 
just  picking  and  choosing  the  parts  he 
wanted,  which  is  not  what  we  had  agreed 
to.  I  would  have  been  left  with  only 
$1,400."  Suddenly  all  the  fear  and  sleep- 
less nights  Boyle  had  been  suffering  in  an- 
ticipation of  this  day  turned  into  an 
overwhelming  rage.  "I  looked  at  this  guy 
and  told  him  to  think  about  how  he  would 
feel  if  someone  was  trying  to  screw  his  wife 
over  in  a  business  deal  while  he  was  six  feet 
under.  And  I  just  walked  away  It's  funny, 
but  from  that  day  on  I  never  doubted  we 
could  make  a  go  of  this." 

She  won  the  banker  over  by  pledging  Co- 
lumbia's $200,000  building.  Tim  had  been 
helping  her  part-time  while  he  finished  his 
senior  year  at  the  University  of  Oregon, 
where  he  was  a  journalism  major.  Now  he 
joined  full-time,  and  the  two  took  a  hard 
look  at  what  the  company  was  manufactur- 
ing and  what  it  was  merely  buying  from  oth- 


Boyle,  with  son  Tim:  "I  said,  'We  have  to  l<eep  running  this  business.'  " 
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ers  and  distributing.  The  wholesaling  was 
absorbing  a  lot  of  cash,  so  Boyle  cut  it  back 
drastically  She  also  pruned  the  items  the 
company  made  itself  to  concentrate  on 
those  it  did  best.  Tim  hit  the  road,  carrying 
samples  to  scores  of  trade  shows.  Gert 
stayed  behind  in  Portland  because,  as  she 
says,  "It  really  doesn't  make  a  good  impres- 
sion to  bring  your  mother  along  when  you're 
a  22-year-old  man  trying  to  strike  a  deal." 
That  took  a  lot  of  faith,  she  admits,  but  "if 
you're  going  to  work  closely  with  somebody, 
you  have  to  allow  yourself  to  trust  them  or 
it's  never  going  to  work  out." 

PERHAPS  MOST  IMPORTANT,  she 
found  a  mentor.  Columbia's  banker, 
who  by  now  had  developed  confidence  in 
Boyle,  put  her  in  touch  with  another  of  his 
clients,  Ronald  Nelson,  an  officer  of  a  little, 
fast-growing  company  nearby  called  Nike. 
He  agreed  to  help  the  Boyles  navigate  the 
shoals.  Says  Gert:  "Ron  would  say,  'You 
know,  we  had  the  same  problem  you're 
having,  and  here's  how  we  handled  it.'  His 
advice  really  helped  us." 

It  was  the  Boyles  themselves  who  hit  on  the 
idea  that  launched  Columbia  into  the  big 
time.  In  1982  they  brought  out  a  unique  jack- 
et with  a  zip-out  liner  that  could  be  worn  by 
itself.  Designed  primarily  for  hunters,  it  was 
an  instant  success.  "After  a  while  we  thought, 
'Hey,  if  this  works  for  hunters,  it  could  work 

  for  other  people  too.'  "  Thus  was 

born  the  Bugaboo.  The  company 
has  sold  some  1.3  million  of  the 
$  125  j  ackets,  and  Columbia  is  now 
the  market-share  leader  in  ski  ap- 
parel, according  to  Sportstyle  mag- 
azine, a  trade  publication. 

Though  Tim  has  taken  over  as 
CEO,  Gert  gets  into  the  office  ev- 
ery day  when  she  isn't  traveling 
around  the  world  promoting  Co- 
lumbia. And  the  Boyles  are  still 
taking  risks,  like  using  Gert  in 
those  ads.  "At  first  I  didn't  think 
hunters  would  understand  the 
point  of  seeing  my  mother,"  says 
Tim,  44.  "But  she  thought  it  was  a 
great  idea."  And  if  it  didn't  work? 
"We'd  try  something  else,"  says 
Gert.  She  has  learned,  she  says, 
that  you  will  never  know  if  some- 
thing's going  to  work  unless  you 
try  it.  Q 
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Until  you  know  what  we  can  do  for  your  business,  you  haven't  seen  the  whole  picture. 
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You  Don't  Miss  A  Word. 


They  speak  it  in  England,  France  and  Germany,  It 
sounds  the  same  in  the  U.S.,  Hong  Kong  and  Tokyo. 
It's  the  international  language  of  business.  And  at 
Delta  Air  Lines,  we  understand  how  important  it  is 
for  you  to  be  a  part  of  the  conversation.  That's  why 
we  offer  you  a  schedule  with  more  than  4,900  flights 
every  day  to  over  300  cities  in  34  countries  around 
the  world.  And  along  the  way,  we'll  provide  a  level  of 
personal  service  so  extraordinary  you  won't  have  to 
say  a  word  to  be  understood.  So  join  us  on  your  next 
business  trip.  We  think  you'll  love  the  way  we  fly 
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